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Scheme of the research 
There is growing curiousity on the part of economists and policy 
makers to know closely precept and practices of Islamic banks and 
financial institutions. The main purpose of this research is to conduct an in-
depth study of the fast growing movement of Islamic banking and finance 
in several countries of South-East Asia in general and Malaysia in 
particular, where it is playing a significant role in channelising idle savings 
into productive activities. Thus becoming an important source of financing 
various sectors of the economy and development programmes. 
To begin with, the theoretical background and mison d'etre of 
Islamic banking has been examined to clearly distinguish the Islamic 
system from the conventional Western system. Subsequently to acquaint 
us with this movement, its historical development worldwide as well as in 
the region of South-East Asia has been studied. Since Malaysia has been 
one of the pioneering countries in the field of Islamic banking and finance, 
the role of these institutions in Malaysian economy as well as their 
influence towards such movements in its neighbouring countries has also 
been explored. 
Summary of the Research 
The first chapter provides the theoretical background of Islamic 
banking and finance. The Islamic injunction of the prohibition of riba or 
interest implies Islamic banking principle, which does not rely on the rate of 
interest. Rather it Is based on the concept of mudarabah (profit & loss 
sharing) that has been innovated by contemporary Islamic economists. 
This is because Islam stands for justice, equitable distribution of wealth 
and universal brotherhood, whereas interest mechanism perpetuates 
exploitation, concentration of wealth in few hands and causes various 
social and economic problems such as economic instability, public debt, 
etc. 
Mudarabah is an agreement made between two parties; one of 
which is called rabb al-mal or provider of capital who merely provides 
capital and another the mudarib or agent-entrepreneur who utilizes such 
capital, both of which will share in the resulting profit in accordance with a 
predetermined percentage stipulated in the contract before hands. The, 
loss if incurred, will be borne by the capital owner whereas the working 
partner loses the fruits of his labour. Mudarabah banking principle implies 
that the risk factor Is applicable to both capital and labour. An Islamic bank 
can be set up and operated employing a two-tier mudarabah principle. 
That is on its liability side, depositor enters into a contract with Islamic 
bank to share in profit accruing to the bank's business on the basis of 
mudarabah. The bank, on its asset side using the same principle, enters 
into another contract with an agent-entrepreneur who is searching for 
investible funds and is agreeable to sharing the profit with the bank in 
accordance with a predetermined percentage stipulated in the contract. 
Besides assuming risk and abolishing interest transaction, an Islamic 
bank must steer clear from illegitimate businesses. Like conventional 
banking, Islamic bank divides deposits into tliree main categories, i.e., 
current, savings, and investment. Islamic bank pays no fixed return on 
deposits. Depositors In the investment account share a return with the 
bank on the basis of profit and loss sharing. On financing side, unlike 
conventional bank which charges fixed interest income on its lending, 
Islamic bank employs several Islamic modes of financing based 
substantially on profit, rent and service charge such as mudarabah (profit 
and loss sharing), musharakah (partnership), murabahah (mark-up 
deferred sale), bai' salam (forward sale), istisna' (manufacturing contract), 
ijarah (leasing), loan with service charge, and fees from normal banking 
business. 
Chapter 2 provides an account of historical development of Islamic 
banking and finance in modern period. Like conventional banking whose 
evolution has been synchronized with the emergence of industrial 
revolution - capitalism - in the 18**^  century, development of Islamic 
banking system has been a consequence of worldwide Islamic resurgence 
in various Muslim countries and communities to transform their economies 
and economic lives along the Islamic line. Since interest in conventional 
banking system is repugnant in Islam, an interest-fee banking system has 
been developed. Mudarabah - the core of Islamic banking was practised 
by the Prophet and his followers, and Muslims in later period had 
developed such practices to better suit their financial needs. Nevertheless, 
such practices and developments could not become institutionalized and 
specialized until the second half of the 20"^  century. 
Development of Islamic banking in modern period lias been both in 
the forms of theory and practice. Up to the end of the 20*^  century, there 
were over 1,500 academic works on Islamic economics, banking and 
finance, and approximately over 200 Islamic banking and financial 
institutions have been set up and run successfully spanning the globe from 
Canada to Indonesia, with estimated total assets of over US$ 160 billion. 
Islamic banking services rendered by worldwide multinational financial 
institutions such as American Citibank, ANZ Grindlays and ABN AMRO not 
only imply emphatic endorsement of the viability and popularity of the 
system, their cooperation with the full-fledged Islamic banks and financial 
Institutions also helps in the area of Islamic product development. The 
establishment of Islamic financial markets and the launches of Islamic 
funds and Islamic market indices pave the way for worldwide commitment 
in Islamic financial market and show that the interest in Islamic financial 
and monetary scheme has taken on a global dimension. 
The subsequent three chapters provide discussion on Islamic 
banking and financial development in South-East Asia. For this purpose, 
the region has been divided into two distinct groups, i.e., Muslim-majority 
and Muslim-minority countries. A brief history of the region and socio-
religious background of the countries have been given in the beginning to 
familiarize with people, their culture and the economy. Chapter 3 and 4 are 
devoted for the Muslim-majority countries comprising Malaysia, Indonesia 
and Brunei, whereas chapter 5 for selected Muslim-minority countries, i.e., 
the Philippines, Singapore, and Thailand. Since Malaysia is the main focus 
of this research and has played a pioneering role in development of Islamic 
banking and finance in the region, a full chapter has been devoted for its 
discussion. 
With most advanced and highly organized Islamic banking and 
financial movement than any other countries in the region, Malaysia's 
Islamic banking and financial development deserves to be regarded as 
model for the future. Despite Bank Islam Malaysia Berhad (BIMB) has 
been established since 1983 and successfully operated with great 
performance along side with the conventional banking system, the bank 
was not able to serve the entire needs of the population with limited 
number of branches and resources. Moreover, a single Islamic bank does 
not constitute a banking system. An Islamic banking system requires a 
large number of dynamic and pro-active players, a wide range of products 
and innovated instruments and a vibrant Islamic money and capital 
markets. This has led the central bank of Malaysia, Bank Negara Malaysia 
(BNM), to introduce various measures to provide the necessary 
infrastructural and institutional framework of an Islamic banking systeni in 
the country. These measures include, for instance, the introduction of Skim 
Perbankan Tanpa Faedah or Interest-free Banking Scheme in March 1993. 
The scheme allows conventional banking institutions to offer Islamic 
banking products and services using their existing infrastructure, including 
staff and branches subject to certain guidelines issued by BNM. Another 
measure has been the introduction of Islamic money market since 3rd 
January 1994, for the smooth functioning of Islamic banking system. BNM 
has also encouraged non-bank financial intermediaries such as takaful 
(insurance) companies, savings institution like Tabung Haji, development 
finance institutions, etc., to improve their participations in the Islamic 
banking sector. On 1st October 1999, the second Islamic bank or Bank 
Muamalat Malaysia Berhad commenced operation as part of the strategy 
to promote greater competition and innovation among the players in the 
Islamic banking system. Apart from Islamic money market, Islamic capital 
market provides another important Islamic resource mobilization for 
financing economic activities. Ail these hub of measures help Malaysia to 
create a comprehensive Islamic financial landscape in the country 
encompassing the Islamic banking system, the non-bank Islamic financial 
intermediaries, and the Islamic financial markets. Malaysian Islamic 
banking and financial system provides a blueprint of such a system for its 
neighbouring countries in the region, since BIMB has been associated in 
the conversion and setting-up of Islamic commercial banks in Brunei 
(islamic Bank of Brunei), Indonesia (Bank Muamalat Indonesia) and the 
Philippines (Amanah Bank of the Philippines). 
Chapter 4 is dedicated to discussion of the Islamic banking and 
financial development in Indonesia and Brunei. In fact, both the countries 
followed the steps taken by Malaysia in their implementation of Islamic 
banking system in the country. There is no need to go in such a detail. 
However, it may be noted that during the recent economic crisis of 
Indonesia, while other commercial banks have been badly affected by the 
crisis. Islamic bank or Bank Muamalat Indonesia remained almost intact 
Indonesia has more or less two established Islamic banking players 
namely, Bank Muamalat Indonesia established in 1991 and Bank Mandiri 
Syariah founded in 1999. In fact, Indonesia should have much earlier and 
more Islamic banking players like in the case of Malaysia as Indonesian 
Muslims represent the largest number of Muslims in the world. But due to 
the fact that Indonesia is a secular state and adopted the ideology of 
Pancasila in which democracy and capitalism constitute significant 
elements, the movement of Islamic banking and finance could start very 
late. 
In the tiny Sultanate of Brunei, Islamic Bank of Brunei Berhad started 
operation in 1993 as a royal-patronized financial institution paving the way 
for Islamic banking and financial movement in the country. With its aim to 
diversify its economy from oil-rich nation into a regional financial hub 
providing employment opportunities as well as attracting new skills and 
technology to compete with its neighbouring countries, i.e., Malaysia and 
Singapore, Brunei has decided to build (following the step of Labuan of 
Malaysia) an international offshore financial centre to capitalize on the 
niche market of Islamic banking. 
In chapter 5, development of Islamic banking and financial system in 
Muslim-minority countries has been discussed. This group comprises of 
seven political nations whereas Islamic banking and finance is found, in 
three countries only; namely the Philippines, Singapore and Thailand. The 
Philippines is the pioneer of this group to have institutionalized Islamic 
banking in a secular environment. Despite the Philippine Amanah Bank 
(PAB) was set up in 1973, its banking operations for several years entailed 
interest transaction, whereas Islamic banking component has been limited 
to the Pilgrims Special Savings Deposits (PSSD) working similar to that of 
the Tabung Haji located in Malaysia. Until January 1990, due to inefficient 
operation and poor performance, the PAB (with the assistance of BIMB) 
was then replaced by another image of a full-fledged Islamic banking 
under the name of Al-Amanah Islamic Investment Bank of the Philippines. 
In Singapore, although Islamic banking development seems to be 
less significant in proportion to the country's financial and human resource 
development, Singaporean Muslims have achieved great success in 
mobilizins resources through Mosque Building Fund (MBF). MBF, whose 
significance is worth-mentioning despite its seemingly irrelevance to 
Islamic banking operation, represents a systematized and centralized 
collection of funds for the construction and maintenance of mosques. As 
for as Islamic banking is concerned, there is no restriction from the 
Singapore's Government for the implementation of Islamic banking 
services by private units. But the establishment of Islamic banking has not 
seen the sun yet. For the country to become a truly Asia's premier 
business and financial centre, its consideration to broaden Its banking and 
financial industry to compose of Islamic alternative (like the case of Labuan 
of Malaysia) to diversify its financial structure need not to be emphasized 
In Thailand, the struggle towards government implementation of 
Islamic banking and finance is highly becoming politicized. Islamic banking 
practice in Thailand has been through several years of transitional stages 
from self-managed informal arrangement to government-regulated Islamic 
cooperative and Islamic window. Due to difference in stands towards the 
implementation of Islamic banking, a government policy to approve and 
implement Islamic banking in certain government-led party was not 
supported and accomplished by another succeeding government. This has 
created frustration among the Muslim community and led to the idea of 
establishing an Islamic savings cooperative. Despite being small financial 
units, Islamic savings cooperatives have proved great advantage in 
creating proper public understanding and popularity of Islamic banking. It 
paves the way to future aspiration of having an Islamic bank established. 
Islamic windows (taking procedures from Malaysia) rendered by 
conventional banks draw up public debate. Many Muslims are doubtful 
while many others compromised with such arrangement due to lack of 
infrastructural and human resources to establish a full-fledged Islamic 
bank. 
Chapter 6 discusses a unique financial institution in Malaysia, which 
is regarded as the pioneer to institutionalize Islamic financial system, 
paving the way for Islamic financial development in the country. The 
Pilgrims Management and Fund Board or popularly known as Tabung Haji 
(TH) is arguably the world's largest Islamic savings institution, having been 
set up to fulfill the desire of Malaysian Muslims that money spent on 
pilgrimage (hajj) must be clean and unmixed with riba. 
Tabung Hajl, a semi-government body, was established in 1963 to 
serve two functions - as a financial institution and as a pilgrims 
management body. Although Tabung Haji is not a bank, it operates as a 
bank does. That is to say. It accepts deposits, carries withdrawal, and 
makes investment. It has a wide variety of Investment activities and its 
implementation of various operational schemes enables Muslims to save 
for the purpose of hajj. its impressive contribution to the development of 
Islamic banking and finance in Malaysia that has been replicated 
elsewhere, coupled with its significant successful operation and 
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performance in primarily fulfilling the long life desire of many individuals for 
the performance of hajj rituals enable it to win award of Islamic 
Development Bank (IDB)'s prize in Islamic banking in 1989. It is the model 
of the future financial institution, which transformed from a non-commercial 
Islamic voluntary organization to a highly organized and specialized 
islamic financial institution that join the objective of fulfillment of Islamic 
religious ritual and commercial banking together. 
Chapter 7 is dedicated to a discussion of the role of Islamic banking 
and financial institution in economic development of Malaysia. Islamic 
banking and financial institutions, like conventional ones, play crucial role 
in the process of capital formation needed for economic development. 
However, they serve special function that can never be served by 
conventional banking institution. In countries where there exists sizeable 
Muslim population, there are considerable number of practising Muslims, 
who, for religious reason, stay away from financial transaction with 
interest-based institutions. It is in this connection that Islamic banking and 
financial institutions, through permissible means of savings and 
investments, can convince and bring them into mainstream economic 
process of capital formation and development. Equity participation through 
musharakah and mudarabah, for instance, not only brings about greater 
justice and efficiency in the allocation of resources; but also reduce 
concentration of wealth, inequality in the distribution of income, and 
poverty; and ensure better human resource mobilization and greater 
employment generation. 
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Islamic banking and financial institutions have played a meaningful 
role in fostering social and economic progress of Malaysia. Overall, Islamic 
banking and finance constitute at least 5% in the process of capital 
formation in IVIalaysia by which the rate is on and on increasing. Islamic 
banking institution like BIMB has achieved its financing facilities for the 
implementation of various infrastructural and development project. It is also 
active in promoting priority and tourism sectors of the economy. 
Accumulated zakat provision of various individual Islamic banking and 
financial institutions as part of religious obligatory social welfare function 
helps improving social and economic status of the community especially 
the poor and needy. The setting up of various Islamic banking and financial 
educational, training and research institutes by various institutes and 
Islamic bank, no doubt, contribute to the development of knowledge, 
expertise, innovative ideas and instruments in Islamic banking and finance. 
This, in turn, leads to social and economic progress of the people of 
Malaysia. 
In concluding chapter, in the light of our study, various problems, 
challenges and future prospect of Islamic banking and financial institution 
are discussed. Since the establishment of Islamic banking and financial 
institutions is a new development in the world contemporary financial 
system, such a novel working system must naturally be accompanied by a 
number of methodological and operational problems and criticisms. These 
problems and critiques are enumerated below: -
1. High level of excess liquidity. 
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2. Concentration on secondary modes of financing sliort-term basis 
(such as murabahah) for well-established firms and individuals, 
i.e., low percentage of long-term PLS (profit and loss sharing) 
financing and financing for new entrepreneur. 
3. Lack of government and monetary authority commitment as well 
as proper legal regulatory and institutional frameworks for the, 
well-functioning of such system. 
4. High level of competition with well-established conventional 
banks offering Islamic banking services. 
5. Lack of uniformity in the accounting and auditing practices, 
6. Lack of standardized products and centralized Shari'ah council of 
various Islamic banks and financial institutions. 
7. Shortage of trained and qualified personnel. 
8. Lack of well developed Islamic financial markets, etc. 
As far as all these problems and critiques are concerned, Malaysia 
faces less or none of them due to its well-organized Islamic financial 
landscape supported by legal and regulatory framework. All those 
problematic factors, however, provide some kind of challenges for the 
industry to overcome in the 21st century. Islamic banks and financial 
institutions are thus determined to respond to such challenges and 
critiques. Some of them may be stated here as: -
1. Increasing the size of Islamic banks and financial institutions. 
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2. Moving away from the murabahah syndrome, 
3. Greater focusing on liuman resources development. 
4. l\/lal<ing a clear distinction between business and social 
objectives. 
5. Greater cooperation with conventional banks for more 
sophisticated product and technological development. 
6. Greater responsibility to management. 
7. A full-blown embracing of information and banking technology. 
8. Building up proper institutional framework such as Islamic 
financial market and Islamic equity institution, etc. 
9. Establishing a centralized Shari'ah body to ensure 
standardization of Islamic financial products and remove 
inconsistency in the verdicts of Shari'ah bodies of various Islamic 
banks, and etc. 
Despite the fact that Islamic banks and financial institutions confront 
with a number of problems and challenges. Islamic banking has grown in 
size and is no longer a negligible phenomenon. It is a fast growing industry 
and its future prospect is really promising. In the region of South-East Asia, 
in addition, two major growth the development projects namely Indonesia, 
Malaysia, Thailand - Growth Triangle Development Project (IMT-GT) and 
Brunei, Indonesia, Malaysia, the Philippines - East ASEAN Growth Area 
(BIMP-EAGA) will provide a tremendous opportunity for the prospect of 
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Islamic banking and finance in the region. Since most of tine targeted 
people involved are Muslims, it is more likely tiiat their demands will be for 
the Islamic financial products as their means of economic activities as part 
of their commitments. 
In the case of Malaysia where Islamic financial industry is highly 
organized and developed, with the establishment of Labuan as an 
International Offshore Financial Centre (iOFC), the opportunity of Islamic 
financial system as a provision of a wide range of product to existing 
conventional one will only lead the country to fulfill its ambition of becoming 
a regional financial centre in competition with Singapore. Moreover, Brunei 
is another new competitor to draw up its ambition to turn itself from oil-rich 
nation into an international offshore financial centre. This competitive 
atmosphere will obviously lead to a glorious prospect of Islamic banking 
and finance in the region as a whole. 
Finding of the Research 
1. Islamic banks and financial system is a viable alternative to 
conventional system in the world financial industry. This is proved 
by outstanding performance and operation of various Islamic 
banks and financial institutions both in Muslim and non-Muslim 
countries. Islamic banks and financial services rendered by 
worldwide multinational banks only add up to such credibility. 
2. Islamic banks and financial development is a fast growing 
phenomenon having a prosperous future due to many reasons 
such as: -
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(2.1) The viability and profitability of the system. 
(2.2) High demand for and popularity of the system both in 
Muslim and non-Muslim countries on grounds of religious 
and ethical issues, 
(2.3) Inadequate supply of such product despite its high 
demand. In other words, there is a vast market for Islamic 
banks and financial products to be tapped. 
(2.4) Islamic banks and financial system is looked upon as a 
viable alternative to conventional banking system whose 
strength has been tackled by prevailing economic and 
financial crisis. 
(2.5) Great contribution of various Islamic economists in terms 
of literatures, research, training, courses, seminars, etc. to 
the well functioning of the system. 
(2.6) Greater competition in the Islamic financial industry 
implying a high growth-potentiality. 
(2.7) Problems and critiques of Islamic banking operation pose 
some kind of challenges and the ambition to overcome 
such challenges is also a growth-led phenomenon, etc. 
3. Malaysian model of Islamic banking and financial system is 
regarded as a model of such development in the region of South-
East Asia (and the world at large). It is a pioneer to apply and 
develop such system in its economy at a macro level and hence 
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assume the leading role. Since Malaysian Islamic bank (BHVlBy 
and financial institutions, like Tabung Haji, serve as a blueprint 
assisting in the conversion and setting up of Islamic commercial 
banks and financial institutions of all of its neighbouring 
countries. 
Islamic banking and financial system can better serve for social 
well-being and economic development of an economy. Since it 
perpetuates both material and spiritual aspects of development, it 
brings about growth with less social and economic consequences 
to the community. 
For the well functioning of Islamic banks and financial system, 
combined efforts from all parties Including government, monetary 
authority, religious supervisory body, the bank, and individuals 
dealing with the bank must be to foster for the implementation of 
the system. Supports from the government and monetary 
authority in terms of proper legal regulatory and Institutional 
framework and development strategy for the well-functioning of 
the system are prerequisites. Proper religious supervisory 
decision and Shari'ah verdicts are needed for ensuring and 
creating public confidence, standard of Islamic financial product 
and compliance with Shari'ah. Proper decision-making and 
management, transparency of operation, cooperation, greater 
innovation and sophisticated technology employed, etc., help 
individual Islamic bank to stay and prosper in the business. Great 
spirit and morality of depositors as well as entrepreneur or clients 
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dealing with the bank also substantiate the well performance of 
Islamic banks and financial institutions 
Islamic banking and financial development in South-East Asia in 
general and in Malaysia in particular shows that the fast growing 
movement of Islamic banking is not a consequence of 
petrodollar boom in the Middle East. Rather, it is a consequence 
of combined efforts of individuals longing for such system, 
government muscle and monetary authority including the viability 
and profitability of the system. 
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CHAPTER I 
THEORETICAL BACKGROUND OF ISLAMIC BANKING 
AND FINANCE 
INTRODUCTION 
Banking as a social institution lias had its successes and failures. It has 
contributed enormously to the growth and development of modern industrial 
society. Large-scale production and capital formation would, not have been 
possible without the financial assistance of the banks. Banks have performed 
an important role and have very successfully served the needs of society by 
channelising savings of people where they were needed. They have been in a 
position to offer the required funds through bank credit to businessmen for 
investment purposes. They have, in fact, played a dominant role in the 
distribution of the community's available financial resource among its various 
sectors, although it has not always been in the best interest of the community at 
large. 
In the modern economic system, capital and enterprise based on 
interest occupy a key position. The whole banking system rests on interest. It is 
imperative that for the reconstruction of the economic system on Islamic 
pattern, an interestless banking system should be established and run 
successfully. There is a consensus of opinion among the Muslim economists on 
the point that even without interest, a banking system can be organized to 
discharge its all the usual functions performed by interest-based banking 
system."" At present, Islamic banking (also known as participatory banking, 
banking without Interest, or profit and loss sharing system) is considered as one 
of the latest developments In banking and financial organizations. Its presence 
is felt almost in every part of the globe. However, Its major concentration is 
roughly in four regions: South Asia especially the Subcontinent, Middle East 
including Egypt and Sudan, some Western Countries, and South-East Asia. 
Although short papers and brief studies are available that give some 
information about the existence and functioning of Islamic banking in various 
countries, need is felt to have comprehensive studies on different regions of its 
concentration. The present thesis is such an attempt. We intend to do an in-
depth study of the fast growing movement of the Islamic banking and finance in 
the region of South- East Asia in general and Malaysia in particular, where it is 
playing a significant role in channelising idle savings into productive activities 
and financing development programmes. 
Since the basic characteristic of an Islamic banking and financial system 
is the prohibition of payment and receipt of interest, it seems appropriate to first 
discuss the question of interest and its prohibition. 
THE PERPLEXING QUESTION OF RIBA 
A large number of questions, concerning the meaning and significance 
of riba^ (the qur'anic term for interest) have already been discussed by Islamic 
jurists and economists. This is not, however, due to any ambiguity in the 
Qur'an and Sunnah's (tradition of the Prophet Muhammad) verdict about it. 
That is clear and is reflected in the consensus prevailing among Muslims 
throughout history that riba is undoubtedly prohibited. However, the question 
that continues to crop up, again and again is: what constitutes riba?^ Over the 
entire Muslim history there has been an ijma' (consensus) among all schools of 
Islamic thought that riba includes interest in all its various forms'*. However, 
after the foreign occupation of most Muslim countries and particularly because 
of the domination of the world financial market by the western interest-based 
system, there have been, off and on, scholars who have argued that conditions 
have changed and that there is need for a re-consideration. The gist of the 
argument is that interest given and taken by modem-day financial institutions Is 
not the same nature as that in the Jahiliyyah (pre-lslamic) period and hence a 
change is called for In the inteipretation of riba.^ There is, therefore, effort to 
create a distinction between interest and riba. 
The arguments given in favour of legalizing interest, however, have not 
as yet been able to create a dent in the opinion of the Shari'ah (Islamic Law) 
scholars as well as a majority of modern Muslim economists, who uphold the 
historical consensus on riba. There have been a number of international 
conferences of fuqaha' Qurists) to discuss the question of riba, including the 
Mu'tamar al-Fiqh al-lslami held in Paris in 1951 and in Cairo in 1965, and the 
OIC and Rabitah Fiqh Committee meetings held in 1985 and 1986 in Cairo and 
Makkah respectively. The unanimous verdict of all these is that the term riba 
includes interest.^ These verdicts have received unreserved support from 
countless religious scholars giving them almost the character of ijma'7 The 
Federal Shari'ah Court of Islamic Republic of Pakistan clearly reflected this 
consensus when it, in response to the appeal of the government, clarified^: -
• That the literal meaning of riba is 'increase' and that it denotes taking 
anything in excess or giving less than the capital; 
• That not only usury with excessive rate but any interest charged on 
loans or given on deposits by the banks falls within the definition of riba; 
• That it makes no difference whether a loan is taken for consumptive or 
for productive purposes (like trade, commerce, industry); 
• That indexation of a loan or debt implies excess over and above the sum 
lent and thus becomes interest, which is prohibited. 
ABOLITION OF INTEREST 
Interest has always been considered unethical inhuman by all the 
world's largest religions and by the ancient philosophers.^ For the followers of 
Islam, prohibition of interest Is imposed through the revelation of the Holy 
Qufan and the traditions of the Prophet (s.a.w.). Furthemiore, the traditionists 
and jurists of Islam have elucidated socio-economic consequences of interest 
to mankind. Let us study them in some details. 
Religious Factors for Abolition of Interest 
Qur'an 
The Holy Qur'an has condemned and forbidden interest transaction and 
warned the offenders of the doom of Fire. It has regarded interest transaction 
as a practice of unbelievers: 
Those who devour interest (al-riba) will not stand except as stands 
one whom the Satan by his touch hath driven to madness.'^^ That is 
because they say: 'Trade is like interest'; but Allah hath pemiitted 
trade and forbidden interest. Those who after receiving admonition 
from their Lord, desist, shall be pardoned for the past; their case is 
for Allah (to judge); but those who repeat (the offence) are 
companions of the Fire: They will abide therein. Allah will deprive 
interest of all blessing, but will give increases for deeds of charity: for 
He loveth not any ungrateful sinner Those who believe, and do 
deeds of righteousness, and establish regular prayers, and give 
zakat (poor-due), will have their reward with their Lord: on them shall 
be no fear, nor shall they grieve. O ye who believe! fear Allah, and 
give up what remains of your demand for interest, if ye are indeed 
believer If ye do it not, take notice of war^'^ from Allah and His 
messenger: but if ye repent ye shall have your capital sums: deal not 
unjustly, and ye shall not be dealt with unjustly. If the debtor is in 
difficulty, grant him time till it is easy for him to repay. But if ye remit it 
by way of charity, that is best for you if ye only know. And fear the 
Day when ye shall be brought back to Allah. Then shall every soul 
be paid what it earned, and none shall be dealt with unjustly. ^^ 
In other places, the Qur'an reads; 
0 ye who believe! devour not interest doubled and multipled; but fear 
Allah; that ye may (really) prosper ""^  And fear the fire, which is 
prepared for those who reject faith. And obey Allah and the 
Messenger, that ye may obtain mercy. '*'' 
So give what is due to kindred, the needy, and the wayfarers, that is 
best for those who seek the Countenance^^, of Allah and it is they 
who will prosper That which you give in interest for increase though 
the prosperity of (other) people will have no increase with Allah: but 
that which you give for charity, seeking the Countenance of Allah, 
(will increase): it is these who will get a recompense multiplied.^^ 
Traditions 
The prohibition of interest has also been reported in numerous traditions 
(sayings, deeds or tacit approvals) of the Prophet Muhammad (s.a.w). Some of 
them, for instance, are given below: 
1. From Ibn Masud: the Prophet, peace be upon him, cursed the 
receiver and the payer of interest and one who records it. ^^  
2. From Ibn Masud: the Prophet, peace be upon him, said: "Even when 
riba is much it is bound to end up into paltriness."^^ 
3. From Abu Hurayrah: the Prophet, peace be upon him, said: "There 
will certainly come a time for mankind when everyone will take riba 
and if he does not its dust will reach him. "^^ 
4. In his sermon during Hajjat al Wida' (the last Pilgrimage), the Holy 
Prophet, peace be upon him, in presence of about one hundred 
thousand reverend companions declared; "All kind of interest of 
Jahiliyah is repealed. "^° 
The above cited verses of the Holy Qur'an and reports of the traditions 
of the Holy Prophet (s.a.w) represent the divine words of guidance and 
promising accountability of the only God, Allah, Almighty. Those verses and 
reports of the prohibition of interest vehemently imply the concept of common 
wealth and brotherhood. Wealth, as remarked by Almighty, does not, in fact, 
increase by interest earning, but through giving charity that wealth of a person 
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assured by His blessings will increase manifold. 
Moral and Economic Reasons for the Prohibition of Interest 
Besides clear-cut prohibition of interest from the primary sources of 
Islam, Qur'an and Sunnah, many Muslim jurists, traditionists and economists 
have elucidated some of the rigorous consequences of interest and demanded 
its extinction from the community. Some moral and economic reasons for the 
prohibition of interest are discussed below. 
1. Interest and Injustice 
Islam prohibits fixed interest because it represents an income, which is 
exploitative and unjust. The lender is assured with the fixed return on lending 
whereas the borrower, alone, is forced to bear all risks and uncertainties 
sun-ounding his business. Islam has prohibited interest on capital and, thus, has 
foreclosed the door of accumulating wealth without work or without taking risk. 
The general principle in business is that whoever wants to yield a profit must be 
willing to assume risk as well. The operating principle is 'no risk no gain'. ^ ^ 
Interest involves both oppression {zulm) and exploitation. In case of 
consumption loan, it perpetrates the basic concept of brotherhood whereas 
God has bestowed upon people, wealth and prosperity. Islam lays an obligation 
upon those who have surplus wealth to support and help needy and poor.^ ^ In 
case of investment loan, it is unjust. Because it reflects a guaranteed return of 
capital under all circumstances, while uncertainly and risk surround 
entrepreneurial efforts. Siddiqi argues that the borrowed capital, whose 
repayment to the lender is guaranteed, takes no part in the enterprise in which 
it is invested and is, therefore, not entitled to any return even when the 
enterprise does make a profit. This capital does not expose Itself to risks and 
uncertainties of the enterprise.^"* Islam requires that the lender must participate 
in the risk of loss, if he so desires to share in the profit earned by the 
entrepreneur from the use of borrowed capital through his skill and hard work. 
As all business dealings have an inseparable risk factor, applicable to both 
labour and capital. Moreover, it is obvious that interest rate, either low or high, 
is unjust. High interest rates penalize entrepreneur as the cost of borrowed 
capital goes up. Low interest rates, on the other hand, exploit savers who 
deposit their money with interest-based institutions as the net interest rates 
further go down or even become negative due to rate of inflation.^^ By 
abolishing interest and replacing it with Islamic system of fmancing,^^ the risk 
and uncertainties would be definitely redistributed to all over the concerned 
parties in just and equitable manner, so that oppression, exploitation and 
injustice paralyzing in the institution of interest can be eliminated and cured 
completely. ^^  
2. Interest and Redistribution of Income 
Interest reinforces a tendency of wealth to accumulate in the hands of 
few thereby diminishes their concern for their fellows. Interest transfers wealth 
from the poor to the rich, increasing inequality in the distribution of income and 
wealth. It is a fact that banks and financial institution owned by few persons, 
with a view to maximize their private gains and lack concern for society, often 
channelise funds, procured from public,to business activities they have a stake. 
This contributes in a big way to growth of monopolies, and concentration of 
economic and political power, whereas the over all economic activity and 
weaker section of the economy go on suffer. The nationalization of banks by 
government can never remove this problem, unless the abolition of interest and 
establishment of Islamic banking and financial system attain successfully. In 
this way, the banks' profits, eamed by banks' participant in business and by 
entrepreneurs from banks' financing, can pass on to a much larger number of 
depositors and entrepreneurs and thus solve the problem of redistribution of 
income and wealth remarkably.^° 
3. Interest as an Unproductive Banking Principle 
The 'conservative principle' of banking does not allow any conventional 
bank to participate in the losses of enterprise, rather it grants loans against 
collateral. As a result banks rely on security rather than productivity of capital, 
so long as they get interest paid or hold collateral as security. They need not 
show any genuine interest in the borrower's success or failure. On the other 
hand, the entrepreneur, who takes loan from the bank must pay back the 
principal plus predetermined rate of interest whether he gains or not. Under 
these conditions, interest has contributed to the following consequences. 
3.1 Duality of Interest 
Both parities of loan agreement, i.e. bank and client, carry 
heterogeneous objectives of economic pursue, i.e., interest and profit.^^ And 
keeping collateral as security, bank has no interest to the outcome of 
entrepreneurial business of the client. This results in a duality of interest and is 
not conducive to economic development. A partnership business, on the other 
hand, will do as under business partnership the capitalist, bank or depositor, 
participate in the venture and share the actual outcome of business with the 
investor, the borrower. This attitude toward common objective plays an active 
role in economic process paving the way toward development. As pointed out 
by Hameedullah, "the institution of interest introduces an essential duality of 
interest between the capitalists and the entrepreneurs, which is a source of 
fluctuation in the system. By abolishing interest and bringing the capitalist and 
the entrepreneurs together on the basis of profit-sharing, Islam ends this duality 
and harmonizes the interests of the two classes. ^° 
3.2 Lack of Concern toward Social Priority and Productive Investment 
The obligation of entrepreneur in the repayment of capital borrowed plus 
interest, enforces him to undertake high yield project irrespective of its socially 
priority and economically productivity. He then invests in short-term but high 
yield enterprise to cover up his obligation. Even the bank Itself prefers to grant 
money into this channel as it is a great way to make money in short spun of 
time, so that the money is locked in gambling, hoarding and speculation, and 
other unproductive business fostering unproductive boom and economic 
fluctuation. ^'^ 
It is pointed out that many socially useful and beneficial economic 
projects, with low profit yield, are often abandoned because of difficulty in 
paying high interest rate on borrowed capital. Interest also puts a check and 
brake on economic progress, especially in under-developed and developing 
countries, as most of new projects under planning commission are of highly 
socially priority and economically prerequisite for economic development and 
welfare of the mass. This is due to low profit yielding capacity and long 
gestation period of the projects. A. Mannan, Mawdudi and Qureshi pointed out 
that interest holds back investment in production. It prevents the flow of capital 
towards projects with low yield even though they are socially most useful, ^^  
Mahmud Ahmad pointed out that the institution of interest provides bank 
with unproductive channels to employ their capital. This causes scarcity of 
capital available for productive enterprises, which raises the rate of interest. In 
the absence of interest people's money will either be spent on consumption 
causing demand to rise or be invested in productive enterprise. Both ways, 
there will be grater production and larger employment. ^^  
Mawdudi has argued that the institution of interest discourages long-
term investment as capitalist has a strong desire for liquidity. This is detrimental 
to the real interest of society. Furthermore, long-tenn loans based on a fixed 
rate of interest introduce an element of rigidity in costs which investment on the 
basis of profit-sharing would not.^ 
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The discouragement of long-term investments is not, however, confined 
to the interest cost. It is the uncertainty and risk surrounding the return to 
investment that increases with the period involved. These discouraging factors 
would be alleviated under the profit-sharing system as they are diffused to all 
over the concerned parties In the investment. Tracing the consequence of 
interest, Siddiqi notes that fixed interest charged curtails the freedom of the 
entrepreneur who wishes to go by social priorities. The society is therefore 
obliged to admit low yield high pnorit/ undertakings into the public sector. ^^ 
4. Interest and Non-Expansion of Entrepreneur Class 
Interest hinders skilled and artisan people to enter into business 
enterprise due to deficiency of collateral and poverty. Many skillful poor and 
God-gifted entrepreneurs loose their opportunities to take part and play active 
role in economic process and hence become idler. Interest also creates another 
class of idlers who sit tight and receive their income from accumulated wealth. 
They do not contribute to the welfare of society through labor, nor participate in 
a stake of enterprise as providers of capital. Mawdudi pointed out that the 
removal of interest or premium on capital shifts the emphasis on to the 
entrepreneur whose activity becomes the only source of income besides labor. 
The hold of the rentier class on society is destroyed and dynamic entrepreneurs 
with hard work are given the upper hand.^^ 
Furthermore, the techniques of interest-based lending may make a 
banker disinterested to the optimum result of such lending. So the. appraisal of 
a project for loan sanctioned does not get genuine important rather it becomes 
a paper work having less relation with practical situation. As a result, a client 
based on the appraisal cannot raise further finance in time of shortage from 
other banks, as they do not rely upon the project appraised by others. This 
process of appraisal and reappraisal of project may result in fund crisis. In fact, 
the interest-based banking encourages motivated appraisal of a project that 
contributes to non-growth of entrepreneurship^^. 
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Hameedullah regards the institution of interest as the villain of the piece; 
"just when the vital interests of the entrepreneur demand that they should have 
financial resource to cope with the situation, the interest of the lending class 
demands a payment of the loans and are against their renewal..."^° 
5. Interest and Economic Destabilization 
Stability of an economic system, desired by all economies, is a crucial 
element for growth and development. It implies sound economic system that 
brings about social and economic welfare to the people. Thus, economic 
instability is of the contrary. It follows that interest is an important destabilizing 
factor in the capitalist system and creates tremendous uncertainties resulting in 
difficulty in making a future plan. Lee lacocoa says that due to wide fluctuation 
in interest rate, "no one can plan for the future." ^ ^ 
Since 1960, the economies of the free world have been facing the twin 
problem of inflation and unemployment. Earlier, it was believed that the two 
problems had an inverse relationship. That if one was to control inflation, one 
would get higher unemployment and vice versa. Many policies have been 
applied to tackle down the twin problems, but they have survived despite all 
attempts at its solution. Because none of the policies have struck at the root 
cause of the problems, the real culprit, that is interest. Interest as a mean of 
business fluctuation is elucidated below; 
5.1 Interest and Inflation 
Interest on capital causes the general price level of commodities to 
Increase and, hence, inflation. It is obvious that interest on capital raises the 
cost of production. The producer, in an attempt to cover up his additional 
burden of the rise in cost, pushes the burden to final consumer in terms of 
higher prices for his commodity. Mawdudi has pointed out "a basic imbalance is 
caused between production and consumption by the phenomenon of interest. 
This happens in two ways. Firstly, interest on consumption loans transfers part 
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of the purchasing power from a group of people with high propensity to 
consume to a group with low propensity to consume. This latter group mostly 
reinvests its income from interest which means that the decrease in 
consumption demand is accompanied by an increase in production. Secondly, 
interest on productive loans raises the cost of production, hence the prices of 
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consumption goods, Once again the amount taxed away from the people, in the 
form of higher prices falls in the hand of a class with a lower than average 
propensity to consume". ^ 
Hence, interest on capital is exploitative. The poor and middle class 
people, who account for the majority of total population, suffer from additional 
cost of living. Abolition of interest, not merely, brings down the price to the 
extent the interest entered into the cost of production, but it leads to higher 
investment resulting in greater supply of goods and services and will further 
brings down the price level. Besides, Islam also encourajges an economy 
wherein the production sector is preferably organized on a profit-sharing basis, 
so that labour has a stake in the well being of the industry. As a result the 
chances of wage-push inflation are reduced to a minimum. "^^ 
5.2 Interest and Depression 
The rate of interest, either low or high, causes disequilibria in an 
economic system. Low rate of interest encourages aggregate spending causing 
inflation, while high interest rate discourages aggregate spending and causes 
depression. Regarding high interest rate in U.S.A. during 1970-78, interest 
payments were 33% of return on capital, which was three times the share of 
1960s, and six times that of 1950s. This affected the profitability of corporate 
sector In U.S.A. resulting in decline of the proportion of risk capital in total 
financing, comprising of equity plus debts. The resulting lower rates of capital 
fomiation result in the decline of productivity. This reduces the ability of an 
enterprise to offset the rising cost of borrowed capital and, therefore, reduces 
profitability of the enterprise. The consequential decline in profitability has a 
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further negative effect on capital fornnation. Therefore, it becomes a vicious 
circle, which gives rise to a number of problems such as unemployment and 
depression. ^^ 
Interest on capital retards the level of investment leaving physical and 
human resources unemployed. At the going rate of interest, there will always 
remain some investment proposal, which will not be able to convince the 
potential investors that they would be able to earn enough to pay the interest. 
Therefore, some viable projects would be set aside. Thus, the solution of 
involuntary unemployment lies in reducing the rate of interest to zero.'^ 
It is thus, interest that brings in crisis to an economy. As pointed out by 
Mawdudi and Mahmud Ahmad that interest is seen as the root cause of the 
instability characterizing the modern economic system. Interest creates liquidity 
preference for speculative purposes resulting in keeping a large part of the 
money supply in hoard waiting for the rate of interest to rise. It encourages 
speculation, which is the cause of instability in the system. ^ 
By removing interest, and replacing it with profit-sharing system in 
financial sector, an economy can maintain its stability. Weitzman has rigorously 
advocated the principle of profit-loss sharing (as opposed to predetermined 
wage rate) as the cure for modern problem of stagflation. ^^  
5.3 Interests and Foreign Exchange Instability 
Fluctuation in the rate of interest causes capital movement between 
countries. Low rate of Interest causes capital outflow and vice versa. 
Differentiated rates of Interest of different countries, thus, play a vital role in the 
instability in foreign exchange market. The financial markets of the world shift 
about 200 billions dollars from one place to another place everyday. Around 
90% of these movements are speculative and seek to earn from differences in 
the rates of interest and exchange rates. These fund transfers lead to 
fluctuations in the rates of exchange, which reinforces the tendency to shift 
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funds. Interest on capital is, therefore, a major factor in the instability of the 
international monetary system. ^ 
6 Interest and Public Debt 
In present day, the tyranny of interest manifests itself in the form of huge 
public debt of the Third World Countries. With a view to pursue economic 
development, they have borrowed large amount from the rich nations or from 
intemational financial institutions, like IMF and the World Bank governed by the 
rich nations. The debt servicing, i.e., interest payment, of the borrowing Third 
World Countries outgrow the economic growth of these countries and hence 
becomes a great burden for them to pay interest alone, need not mention about 
the principal. This is obvious from the World Debt Crisis in 1970s that broke out 
in Latin American countries. More recently, it follows that the economic 
conditions of these countries are not favourable characterizing by financial 
sectors crises."*^ This phenomenon is highly susceptible to second round of 
Global Debt Crisis contributed by recent economic crisis in several Asian 
countries on account of their heavy borrowing. It is not exaggeration to arbitrate 
that once one borrows on interest, he has let himself in a vicious circle of debt 
paying and borrowing. By removing interest and replacing it with Islamic 
financial system, e.g., qard hasan (interest-free loan) and profit-loss sharing, 
the burden of public debt of the borrowing countries can be subsided. 
Although Islam prohibits interest in, among other things, banking and 
finance, the potential productivity of financial capital, money, is not refused but 
recognized, provided that the provider of capital is willing to participate in 
potential losses with his borrower. It is the system by which both the provider or 
financier of capital and entrepreneur or bon"ower can join hand and wori< out in 
a just and equitable manner. 
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THE ALTERNATIVE 
Banking and financial system in Islam are conducted on Islamic 
principles. The prohibition of interest indicates two basic banking and financial 
principles. 
1. Non-Creditor-Debtor Relationship 
The abolition of interest in Islam suggests that interest on capital is 
forbidden and that loan should be given on interest-free basis, which is termed 
as qard hasan (benevolent loan). It follows that the institution of interest under 
conventional banking and financial system implies creditor-debtor relationships 
between depositors and banks on the one hand and between banks and 
borrowers on the other. These relationships are based on interest, which is 
viewed as the price of credit reflecting the opportunity cost of money for 
borrower and as compensation for parting with liquidity of creditor. Since 
interest is forbidden in Islam, hence, Islamic banking and financial system 
cannot be based on creditor-debtor relationship. ^ ^ 
2. Risk Appliance 
Another principle is that a true Islamic banking and financial structure 
would be the one wherein, like other factors of production, capital is also 
required to bear risk. The Islamic principle is that: no risk no gain, and one who 
desire to earn on his saving and financing should also be willing to assume the 
risk of loss. 
It is, therefore, based on these two principles that an Islamic banks or 
financial institution can be operated. In addition, while Islam prohibits interest, 
trade is pennitted. This implies that while interest-based transaction is 
repudiated, trade-based transaction is encouraged and pemiissible. The risk 
factor and profit and loss sharing basis reflecting in the concept of trade-based 
transaction provides another method of banking and financial system that 
would be its central-piece, i.e., share-risked banking and financial system. 
16 
Thus, banking and financial system in Islamic framework assume a 
characteristic of share-risked or participatory nature. 
ISLAMIC BANK - A SIMPLE MODEL 
Islamic bank, as an alternative to interest-based conventional bank, 
assumes a characteristic of participatory nature. Several Muslim jurists and 
economists recommended that an interest-free bank can be distinctively 
organized and operated on the basis of mudarabah or profit and loss sharing. 
Under mudarabah arrangement, the creditor, which might be the bank 
itself, does not earn a predetermined fixed rate of interest rather it does 
participate in the business risks and share in profit and loss with its client, 
expressed in term of profit ratio. Thus, under this banking system, the cost of 
capital is not zero as some people wrongfully assume it to be analogous to zero 
rate of interest. "^^ In this connection it is more apt to pronounce that Islamic 
banking implies zero rate of interest but not zero rate of retum as it does not 
deal in money but deals with money. ^° 
Muslim scholars and economists have developed altemative models of a 
banking system within the framework of Islamic requirements. Based on 
mudarabah principle called the Two-Tier Mudarabah', the most widely 
accepted model integrates the asset and liability sides of the bank's balance 
sheet. It envisages depositors entering into a contract with a banking firm to 
share the profits accruing to the bank's business. The bank, on its asset side^ 
enters into another contract with an agent-entrepreneur who is searching for 
investible funds and is agreeable to sharing the profit with the bank in 
accordance with a predetermined percentage stipulated in the contract. The 
bank's eamings from all its general activities are pooled and are then shared 
with its depositors and shareholders according to the temis of its contract with 
them. ^^  
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In the conventional banking system, a bank is entitled to earn a return of 
capital irrespective of the performance of the finance extended. This is 
analogous to Islamic banking framework, whereby the return on capital is linked 
to the actual outcome of the business. Islamic bank does not merely lend 
money, except interest-free loan. Rather it becomes a partner of customer's 
business. 
Islamic bank is not merely an alternative to interest-based conventional 
financial institution in traditional sense of the word, but it is also a social 
institution attributed itself with the principles of Shari'ah (Islamic law) as laid 
down by the Holy Qur'an and Sunnah (Tradition of the Prophet) as regards its 
objectives, principles, practices and operations. It is not merely refraining from 
Indulging in interest transactions, but also from business activities declared 
illegitimate in Islam. Furthermore besides being under control of the central 
bank, it is subject to supervision of an Islamic Religious Broad of the country or 
Shari'ah supervisory board of the bank. In this way, operation of the bank are 
required to fulfill primary and secondary objectives of banking business, social 
welfare and justice needed by the community of the country. 
The basic function of the bank besides maximizing profit Is to bridge 
between savers and investors, i.e., saving and investment, in an economy. As 
most of the investors need a lump sum of money to carry out their investment 
projects whereas people's savings are scattered around the country. It is the 
basic function of a bank to bridge this gap. Thus, bank helps in creating capital 
formation of an economy by attracting savings of people and channelizing them 
towards investment projects. This conception has let some people to doubt of 
how an Islamic bank can attract savings of the people without offering a pre-
determined rate of interest and how would it be able to control a huge demand 
for credit given on interestless profit-loss sharing basis. In other words, without 
the rate of Interest mechanism, there would be no instrument to equate the 
demand for and supply of money. 
18 
This seems to be a fallacious conception. According to Islamic 
jurisprudence, Islam discourages keeping funds idle, as the system of zakat 
(poor's due) at the rate of 2.5% per annum on certain assets would eat up non-
invested savings of people. In addition, the pre-agreed rate of profit stipulated 
under the investment account and contract on the basis of profit-loss sharing 
will act the same way as does the pre-determined rate of interest under 
conventional banking system. Even though, the return on capital in such 
system is not guaranteed, it is likely to be much more than one can expect. 
'The higher the risk, the higher would be a return on capital' seems to be more 
appropriate to quote here, as billions and billions of dollars are invested in the 
share of joint stock companies throughout the world where the investors ran a 
similar risk. ^^  
On the other hand, one must perceive clearly that under interest-free 
banking system, it does not mean that credit will be available free of cost to 
entrepreneurs for their investing requirement. Instead, finance will be available 
on profit and loss sharing ratio as against fixed rate of interest. The rate of profit 
realized from operational results will, therefore, replaces interest rates in 
allocation of resources, and will act as a mechanism for equating the demand 
for and supply of money. The diversion of funds towards projects depends, 
among other thing, on the projected rate of profit, i.e., the greater the projected 
rate of profit, the greater the supply of funds to that project. If the actual profit is 
constantly lower than the projected profit, the entrepreneur is likely to face 
obstacle in securing funds for his project in future. Moreover, 'no man can cheat 
twice'. It may be a precaution to prevent any entrepreneur from manipulating 
wrong and fraud accounting information about "the actual result of the 
enterprise. In this way the mechanism of profit-sharing is, therefore, likely to 
become more appropriate instrument in creating financial discipline, higher 
efficiency and more careful and realistic feasibility and evaluation of projects 
and of post-finance monitoring.^ ^ 
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Another careful demonstration focuses on the rate ot profit or profit and 
loss sharing ratio (PLS ratio), as alternative stabilizing device to rale of interest. 
Variation in the PLS ratio affects investment decisions and depositors'desire to 
hold money. In case of saving investment deposit, the higher the PLS ratio the 
higher would be desire of savers to invest money with the bank and vice versa. 
On the other case, the bank can have a control over the supply of money. The 
higher the stipulated percentage share of the bank in PLS ratio, the lower would 
be the supply of money for investment and vice versa. The PLS ratio, thus, will 
replace 'Bank Rate' in British type and 'Discount Rate' in U.S. type banking 
system, as a tool of controlling the supply of money in an economy. If the 
Central Bank wants to make credit dearer, the minimum percentage of bank's 
share in profit (PLS) may be fixed at a higher level. Similarly by reducing bank's 
share in profit the Central Bank may ease credit and make it more attractive for 
investors to invest. ^ 
In this way, profit and loss sharing ratio in Islamic banking system can be 
a suitable device for creating and allocating capital formation as well as for 
controlling the supply of money, as compared to interest-based banking 
system. Moreover, under interest-based banking system, it may happen that 
people save less rather than more even when interest rates are high and that 
the savings of some other people remain unchanged due to variation in interest 
rate and that many people save more by consuming less even due to an 
expected fall in the rates of interest. The same thing can also happen in relation 
to investment decision i.e., some people borrow more to invest even when the 
rate of interest is high and borrow less on the contrary. To put in the word of 
Samuelson, "the economic principles alone can not give a decisive prediction 
as the level of interest tends to cancel out consumption and saving decision. ^^  
EstablishnriGnt of Islamic bank 
Like joint stock companies, the bank would be established on the basis 
of partnership or Shirkah al-lnan, i.e., two or more persons would participate in 
20 
an enterprise providing capital, working jointly and sharing in profit and loss of 
the business proportionately. All partners, i.e., shareholders, need not have 
equal share nor are equally responsible for the management of the business. 
Accordingly, their share in profits may be unequal, but this must be clearly 
specified in the partnership contract. Their share in losses would,of course, be 
in accordance with their capital contribution. ^ 
Several agreements may be decided at the time of making contract such 
as what would be a term of financial period, areas of operation, pattern of 
distributing profit and loss, method of baking accounting, etc, provided that 
each agreement should be renewed at specified period decided by all 
shareholders. Major policy decisions of the bank would be made by a board of 
directors elected by shareholders. Day-to-day decisions shall rest with trained 
executives whose appointment and removal rest with the board of directors. 
The financial liability of a partner in the Islamic bank will not be limited to the 
extent of his share-capital. Supposing in case of loss, the assets of the bank 
are not sufficient to pay the liabilities, the deficiency will be paid by the 
shareholders from their private assets. However, liabilities arising out of the 
private enterprises of the shareholders shall not be honored by the bank. ^^  
In the interest-based system the shareholders of a bank are the sole 
beneficiaries of the profits of the bank. They also suffer in case the bank incurs 
a loss. This means that all income earned either by employment of funds or 
sale of services belongs to the shareholders. Similarly, all expenses in terms of 
interest payment on deposits or expenses on establishing and administering 
are incurred on account of the shareholder. 
Under Islamic banking system, a distinction must be made between 
shareholders' profit and depositors' profit. Income earned from investment of 
funds other than PLS deposits, sales of services, the share out of depositors' 
profit paid to the bank for managing the investment of PLS deposits, and 
management fee received by the bank for managing the mudarabah business 
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shall belong to the bank's shareholders. Whereas depositors' profit comprises 
only of Income generated through investment of their PLS deposits in terms of 
proportionate share with the bank on the basis of PLS or mudarabah contract. 
However, the losses must be incurred out of depositors' account in case of 
mudarabah or PLS account, whereas under musharakah or partnership 
account, both depositors and shareholders must bear them in exactly 
proportionate to their capital contribution.^° 
Banking Operations. 
The primary function of an Islamic bank, like conventional one, is to 
attract deposits from the public and direct them towards business investments, 
with an aim to generate income. But the difference lies on the methods of 
raising funds and financing investment. How Islamic bank performs these two 
functions can be studied below: 
Banking Operation: Consumers' Deposit. 
Regarding deposit's operation of Islamic bank, various countries have 
different system of collecting consumers' deposit. However, the consumers' 
deposit of Islamic banks in different countries can be broadly classified into 
three categories i.e., current, saving, and investment accounts. 
1. Current Account 
Islamic bank accepts deposits from its customers in the form of 'current 
accounts' as conventional bank does. Bank pays no interest to customers as 
stipulated by Islamic jurisprudence. These accounts constitute current or 
demand deposits in which the consumer may, any time, withdraw a part or 
whole of their balance they so desire. The bank guarantees the refund of such 
balance. The bank may (through customers' permission) make use of these 
funds at its own risk, so long as these funds remain with the bank. Since bank 
bears all risk from the use of their funds, the customers are not entitled to any 
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share in profits generated by tiie bank. Tlie banl< provides its customers witli 
cheque books and other usual services connected with current accounts. 
2. Savings Account 
Islamic bank also accepts deposits from its customers in the form of 
savings accounts. As contrast to interest-based system, bank pays no interest 
stipulated by Islamic jurisprudence. The customers may withdraw a part or 
whole of their balance at any time they so desire, and the bank guarantees the 
refund of such balance. The bank, through customers' permission, makes use 
of these funds at its own risk, so long as these funds remain with the bank. In 
contrast with current accounts. Islamic banks in Malaysia operate savings 
account on the principle of al-wadiah (Trust) requesting their customers' 
consent to make use of the funds at their own risk, but guaranteeing a full 
return and voluntarily sharing non-promised reward generated from the use of 
such funds at their absolute discretion from time to time.^ ^ The Islamic banks in 
Sudan, under suggestion of Shari'ah Supervisory Board, mobilize savings 
deposit as a special type of investment deposit for short-temri (three months) 
period. This would mean that savings deposit holders would be given a choice 
to convert part of their deposits into short-term investment deposit.^" Besides 
these, the Bank Maricazi of Iran treats both current and savings deposits under 
a title of qard al-hasanah, which accounts for bank reserves in their utilization.^ ^ 
As far as Islamic finance is concerned, a financial technique under a category 
of qard hasan (benevolent.loan) will be financed out of current and savings 
accounts. 
Even if there is no guaranteed reward remunerated on these two 
accounts, customers, who look for safe custody and conveniences in the use of 
their funds, find it more convenient to deposit part of their saving in Islamic 
bank. This is obvious because of the fact that the inexcusable prohibition of 
interest in Islam attracts the true believers and humanitarian to come forward to 
Islamic banks. Besides, most of the banks also attract deposits by offering 
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incentive services connected to those accounts such as an exemption from or 
discount in the payment of commission and fees, priority in the use of banking 
facilities, and non-fixed prize and bonuses in cash or kind on non-regular basis 
connected with savings account. ^^  
3. Investment Account 
Islamic bank provides investment opportunities to its customers looking 
for fortunes from their savings. The bank accepts deposits in the fonri of 
Investment accounts under the principle of mudarabah. These accounts, also 
called mudarabah accounts or profit and loss sharing accounts, can be opened 
either by individuals or business firms for specified periods such as three 
months, six months, one year, and over. Interval withdrawals are not granted 
from such accounts except under special circumstances subject to certain 
obligations laid down by the bank. Under investment accounts, depositors do 
not earn any interest but, instead, share in the actual profit in a pre-agreed 
proportion expressed in terms of PLS ratio, e.g., 50:50, 60:40, 70:30, etc, with 
the bank. However, the losses under such accounts are borne by the 
depositors. In other words, the funds' owners share investment risk with the 
bank and, thus, there is no fixed rate of return nor even a guarantee from the 
bank for repayment of their principal amount in full.^^ Investment accounts of 
various Islamic banks can be classified into four categories. 
3.1. General Investment Account 
Under this category, deposits of different maturities are pooled together. 
They are not tied to any specific investment projects but are channelised in 
different investment operations. Profits are accounted and distributed at the end 
of every term periods, i.e., each month or every three months. The attraction to 
the savers will be that the profits and losses will be pooled and, in all likelihood, 
the net result will be a profit. The general purposed Investment account holders 
will be able to earn a positive return. ^ 
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3.2. Specific Investment Account 
Under this category, either the account holders will authorize and specify 
to the bank to invest their funds in a particular project or enterprise or the bank 
may selectively accept deposits from its Government or corporate customers in 
the form of special investment account. In the latter case, the bank works as an 
agent of investors and share in the profit and loss, whereas in the former case 
the bank may either select to work as an agent or merely manage the funds 
against fees and the profit and loss will be entirely on account of the 
investors. ^ ^ 
3.3. Limited Period Investment Account 
Under this category, the bank accepts investment deposit for a specified 
period determined by the mutual consent of the depositor and the bank. The 
contract may terminate at the end of the period, but profits are accounted and 
distributed at the end of the financial year. ^ 
3.4. Unlimited Period investment Account 
Under this category, investment deposits are automatically renewable 
without specifying the period. They could be terminated by giving a specified 
notice to the bank. Usually the notice period is three months. No withdrawal or 
increases in the amount of deposit is permitted during the period. Profits are 
accounted and distributed at the end of the financial year. ®^  
As far as the financial sources to the bank are concerned, Islamic 
banking experiences are quite diverse, as revealed by the 5 case studies^ ® 
comprising Bangladesh, Egypt, Malaysia, Pakistan, and Sudan. All these banks 
operate current, savings and investment accounts, although the mode of 
operation varies considerably between countries. In effect, money placed on 
current accounts amounts to no more than 'qard hasan' (benevolent loan from 
depositors to banks). In case of savings deposits, even if they are based on the 
principle of qard hasan, gift to depositors are distributed unexpectedly and 
25 
unperiodically at the absolute discretion of the Islamic banks on the minimum 
balance kept. Remarkable variations have been found in the investment 
deposits on the principle of mudarabah. For instance, the Islamic bank in 
Bangladesh offers 'Profit and Loss Sharing Special Notice Deposit Account' 
(PLS-SND A/C), 'Profit and Loss Sharing Deposit Account (PLS-D A/C) and 
'Profit and Loss Sharing Term Deposit Account' (PLS-TD A/C). These PLS 
accounts can be said to rank from current type of deposit to term one with 
respect to their respective periods, conditions of withdrawal and shares in the 
profits.^^ The Islamic bank in Malaysia accepts two kinds of investment 
deposits, i.e., 'general' and 'special'. The latter refers to 'institutional' or 
'seasonal' deposit held for specific period, such as those of the pilgrimage 
fund.^° 
The ratio in which profits and losses are shared between the Islamic 
banks and their depositors also tends to vary from place to place and time to 
time. The mode of payment also varies considerably. For instance, profits are 
provisionally declared on a monthly basis in Malaysia, on a quarterly basis in 
Egypt, half-yearly basis in Bangladesh and Pakistan and on an annual basis in 
Sudan. 
One common feature of all these banks is that most of their deposits are 
of short-term nature. This presumable reflects the depositors' preferences to 
keep money in hands and to anticipate return from investment as fast as 
possible. Even in Malaysia, where investment deposits account for a much 
larger proportion of the total due to large number of investment opportunities, 
the bulk of them are accounted for a period of less than two years. 
It is interesting to note that the secret of sound banking consists in the 
maintenance of adequate reserves, while at the some time making profit. A 
bank, in fact, deals with peoples' money, i.e., deposit, and this money can be 
withdrawn with or without notice. The bank must, therefore, maintain adequate 
reserves to meet this demand and in the meanwhile generate profit by utilizing 
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the rest. Thus, a wise banker must strike a proper balance between liquidity 
and profitability. Too much string caution will mean too little profit, whereas 
reckless utilizing and lending of money may erode depositors' confidence 
towards the bank. This banking investment policy is applicable to both interest-
based and interest-free banking system. But a close review manifests that 
under interest-free banking system a bank, firstly, does not have to pay interest 
on any deposits, and, secondly, the return of capital invested (principal) is not 
guaranteed by such bank. These two very conditions provide interest-free bank 
free from any severe pressure and condition that might weaken its 
establishment and chance of bankruptcy. 
Banking Operation: Financing. 
The most distinguished and unique feature of Islamic banks lies in the 
financial techniques employed by them. The prohibition of interest has put 
fonward many discussions among Muslim scholars of how banks could function 
as a financial intermediary in the light of Islam jurisprudence. Obviously, Islamic 
banks cannot take part in any usurious transactions. They were compelled to 
seek out alternative modes of financing which would not involve interest. 
The basic postulate that has guided all theoretical and practical work on 
Islamic banking is that while interest is forbidden in Islam, trade and profit is 
permissible. Consequently Muslim scholars have developed a radically oriented 
different model of financing which does not make use of interest but base on 
Islamic teachings related to trade, contracts, and transactions. 
There are several Islamic alternatives to interest-based financing. First 
and foremost, there are participatory or share-risked or primary modes such as 
musliaml<ah (partnership) and mudarabali (profit and loss sharing). Second, 
there are sale-based modes such as bai' salam, bai' muajjai, murabaliali, and 
istisna'. Third, there are lease-based modes. It is suggested that, if financing is 
meant for a commercial purpose, it can be based on the concept of share-
risked financing for which mudarabati and musharaf<ah have been designed 
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since the very inception of Islamic commercial law. There are, however, some 
sectors where financing of the basis of shared-risk financing is not feasible for 
one reason or another. For such sectors, the contemporary scholars have 
suggested some other instruments, which can be used for the purpose of 
financing, e.g., murabahah, ijarah, salam or istisna'J^ Nevertheless, there are 
some differences in details, which mainly follow from the observance or 
different recognized schools of Islamic Law.^ ^ But the major categories and 
types of financing transaction, which shall be characterized here, are accepted 
by all Islamic banks and financial institutions. Following financial techniques 
employed can be grouped as under. 
1. Share-risked Financing 
The share-risked or participatory financing has put away the advancing 
of capital on interest and brought forth the participating of capital and labour 
with a view to share in profit and loss in an enterprise. It includes mudarabah 
and musharakah that are orientedly central feature of Islamic financial system 
based on the principle of sharing profit and loss. Participatory modes have 
many desirable economic and Shari'ah advantages and are the 'first-best' 
Islamic alternative to interest-based financing. The scope of participatory 
modes, however, as is now widely appreciated, is limited to financing ventures 
that generate explicit income or output that can then be 'shared' among the 
investor and the other parties to the ventures. 
1.1. Mudarabah 
Mudarabah or profit and loss sharing is the most oriented model of 
financing in Islam, ever to be allowed and postulated as a dominant mode of 
financing under the scheme of Islamic banking and finance. 
It is a contractual mode of financing that comprises of two persons or 
groups of parties in which one merely provides capital (called rabb al mal or 
provider of capital) while another (called mudarib or agent) utilizes it with a view 
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to share in profit generated. The profit is shared among them in pre-agreed 
ratio, whereas loss, if any unless caused by the negligence or violation of the 
terms of contract, is borne by the provider of capital. 
The jurists pointed out that this is because of the fact that loss means 
destruction of a part of the capital and hence, as it occurs, is a liability of the 
owner of capital alone. In this connection, the effort and labour of the mudarib 
have gone in vain and his work has not brought any fruits to him.^ ^ This is the 
loss of mudarib. 
Under mudarabah, the provider of capital has no right to interfere in the 
business undertaken by the mudarib, but can stipulate certain conditions 
related to the business for the best utilization of his funds, at the time of making 
the contract.'^ '* The liability of the capital provider should be limited to his 
amount of capital. The period of the contract depends, effectively, on the life 
and nature of the business enterprise or on whatever temri may be so desired 
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by both the parties. The contract of mudarabah can be tenninated' at any time 
by either of the two parties keeping in views of the fact that it should not bring 
any hardship or severe setback to anyone.^ ® 
Division of profit should be done upon pre-agreed ratio of the net profit 
accrued. No party can claim any exact amount of profit he should earn, 
because it is obviously tantamount to interest and the reward to each party 
varies accordingly with the actual outcome from the business. 
The legitimacy of mudarabah as a mode of finance derived from the 
authentic sources that mudarabah (or muqaradah) and musharakah were 
prevalent in Madinah at the time of the Prophet Muhammad (s.a.w.) and he did 
not disapprove of it. There are also reports that mudarabah was widely 
practised in Makkah, and on some occasions, the Prophet himself obtained 
funds on the basis of mudarabah to conduct his trade activity.^ ^ Mudarabah 
financing can be used to finance trade, commerce, manufacturing in small and 
medium enterprises, etc, for short-tenn period in particular. 
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1.2. Musharakah 
Musharakah or partnership is anotiier form of sliare-risl<ed financing. It is 
defined as a form of partnersliip where two or more persons combine with their 
capital and labour together to share the profits, enjoying similar rights and 
liabilities/^ Under musharakah financing, all partners or shareholders pool their 
capital to undertake business. They are entitled to participate in management 
but are not necessarily required to do so. Profit is distributed among the 
partners in pre-agreed ratios, but need not be proportionate to their capital 
contribution. Whereas loss is borne by each partner exactly in proportion to the 
respective capital contribution. ^^  This is because of the real world situation may 
be that under musharakah contract all partner providing capital may not be 
proportionately active in entrepreneurship and management. The profits need 
not be shared in accordance with capital contribution. They may be shared in 
any proportion agreed to by the partners depending on their contribution to the 
success and profitability of the business. °° 
There are two modern types of musharakah, viz, permanent and 
diminishing. In the former case, it is a contract between bank and entrepreneur 
in which the period of termination is not specified. It can continue so long as 
both parties involved wish it to go on. In the latter case, bank and its client 
participate in a joint commercial enterprise and enjoy profit earned on pre-
agreed ratio. However, mutual agreement is also made that a certain proportion 
of the entrepreneur's share in profits is kept in a screw account (as part of a 
repayment of the principal financed by the bank). As soon as the value of this 
account becomes equivalent to the value of the financier's ownership in the 
joint enterprise, the payment of this ownership is made and the entrepreneur 
becomes the sole owner.^ ^ islamic bank found this mode of financing quite 
suitable to finance commercial building, transport sectors and so on. 
There is also a possibility of combination of the two modes of financing 
in which the clients who enters into a contract with the bank on mudarabah 
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basis may wish to invest some of his own money in the said contract with bank 
consent. In such case, mudarabah and musharakah modes are combined and 
the calculations of profit and loss would be more complicated than ordinary 
single mode, but can be proportionately agreeable.^^ Musharakah financing is 
used by the bank to finance trade, import and export, agricultural^^ and 
industrial sectors and issue a letter of credit in foreign trade.°^ 
2. Lease-related Financing 
Leasing (or ijarah in Arabic) is one of the approved methods of earning 
livelihood according, to Islamic Law. In terms of properties, it means to transfer 
the usufmct of a particular property to another person in exchange for a rent 
claimed,^^ Leasing is very much analogous to sale, because in both cases 
something is transferred to another person for a valuable consideration. The 
difference is that in case of sale, the sole right of ownership is transferred to 
purchaser, whereas in case of lease only the right to use it that being 
transferred to lessee for a certain period while the title of ownership remains 
with the owner, the lessor. °^  
Originally, like mudarabah, leasing is not a mode of financing. It is rather 
a nomn l^ business transaction.^'' Even bank and financial institution in Western 
counties have adopted it as a mode of financing in lieu of long-tenn lending on 
the basis of interest for some specific reasons.^^ That makes leasing very 
similar to interest. However, on the basis of leasing transaction. Islamic bank 
may employ it for financing purpose in the following modes. 
2.1. Leasing (Ijarah) 
Under leasing scheme of financing, bank can purchase to acquire 
possession of real assets such as machines, buildings, vehicles, and consumer 
durable goods, and leases them to customers against a specified amount for a 
certain period. The lease rentals, terms and conditions should be agreed and 
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clearly spelled out in the contract so as to avoid any element of associated 
uncertainty (gharat) and dispute between both the parties.^^ 
The bank may first purchase the asset required by a customer and 
subsequently lease it to him for a certain amount and period determined by 
mutual agreement according to nature and useful life of the asset. During the 
period of lease, the title of ownership, including procurement and associated 
expenditure in temris of taxes, insurance and unforeseen damage (unless 
caused by misuse, negligence, and normal tear and wear by lessee) rest on the 
responsibility of the bank. Temriination of contract must be done with mutual 
consent. Absolutely after the expiry of the lease contract the asset be reverted 
back to the bank.^° 
Leasing is found to be a popular technique of financing. Islamic banks 
and leasing companies in Pakistan, Bank Islam Malaysia and Islamic 
Development Bank, etc., use leasing as a technique of financing. 
2.2. Hire-Purchase. 
The hire-purchase technique^^ is another form of lease contract by which 
the lessee can purchase the leased asset at the end of the lease period on an 
agreed price. Of course, the price may constitute part or all of the rental paid. 
This mode of financing is similar in most respect to a 'Finance' or 'Full-Payout' 
lease of the conventional financial system in which the ownership remains with 
the banks until it is transferred to lessees against payment of a specified 
nominal amount. This seems to be consistent with rule of leasing and then 
purchase in Islam. It is suggested that under the scheme, the parties concerned 
should have two separate documental contracts. The first contract constitutes 
normal lease agreement, while the second constitutes unilateral promise to sell 
the leased asset to the lessee at the end of the lease period by the bank. The 
unilateral promise by the bank implies that the bank is bound to fulfill the 
promise, but the promisee is not and may exercise his option (whether to 
purchase or not). This arrangement is called ijarah wa iqtina'^ This financial 
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scheme is widely used by islamic banks and financial institutions. In IVIalaysia, 
this mode of financing is called al-ijara thumma al-bai' (leasing and then sale).^^ 
2.3. Rent-Sharing. 
it is another scheme of lease-related financing. This financing is 
employed by House Building Finance Corporation as well as commercial 
banks, particularly in Pakistan, based on the concept that they provide part of 
finances^"* required for construction and purchase of property and receive a 
share in the rental income of such property with client.^^ 
It is interesting to note that most of the leasing business in Pakistan was 
handled by leasing companies or by registered Mudarabas. It was reported that 
these companies provided finance for purchasing and leasing of defined 
assets. The asset was identified, procured, and transported by client at his own 
risk. It was, of course, registered in the name of financier held as collateral. 
During life of the asset, the client bores the costs and risks of depreciation, 
disaster, obsolescence, idle capacity and decline in values. While entering into 
the contract, the client had no any option to accept the equipment or to return it 
before the lease term. In this way the companies did not assume any' business 
risk', which the lessor would have assumed. They merely got back their money 
along with a fixed predetermined increment. This, no doubt, creates a 
degeneration of a great potential interest-free financing.^ 
Another potential problem attached to lease-Yelated financing arises out 
on the part of the client on account of delay in payment. Many suggestions had 
been made in this regard. But, however, the most agreeable one recommends 
imposition of a 'charitable penalty'. Under such concept, right in the contract, if 
any lessee fails to pay rent on its due date, he will pay a certain amount to 
charity for social use and would not constitute part of income to lessor. This 
arrangement, though does not compensate the lessor for his opportunity cost of 
the period of default, yet it may serve as a strong incitement in prompt 
payment. ^ ^ 
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3. Sale-Related Financing. 
Unlike interest, sale is permitted and even encouraged in Islam. Islamic 
banks and financial institutions can employ certain kinds of sale as their modes 
of financing subject to certain rules of sale transactions.^^ For instance, one 
cannot sell what he does not possess.^ This constitutes an intriguing element 
of argument for various kinds of sales. As pointed out earlier, certain kind of 
projects cannot be financed out of participatory and lease-related financing so 
that various kinds of sale transaction have come to a rescue and constitute 
mode of financing. Islamic banks and financial institutions can strictly use the 
following modes of sale-related financing for their relevant projects.''°° 
3.1. /Wuraba/7a/? (Mark-up Sale). 
Murabahah or mark-up sale is one of the most popular sale-related 
financing adopted by Islamic banks. It is a contract in which a client, wishing to 
purchase equipments or goods, requests the bank to purchase the items and 
sell them to him after they become in the possession of the bank at cost plus a 
reasonable declared profit.^°^ 
Under murabahah the client, at his convenience and reliance upon 
bank's compatibility in procuring best suited quality equipments or products 
approaches the bank to finance the specified products. The bank then 
undertakes to access all related information of the required commodities and 
specifies their cost and profit margin or cost-plus to resell to the client, including 
time and place of delivery and payment. If these conditions are so agreed, the 
contract of murabahah would be signed. The bank will first purchase the 
required commodities and then sell them to its client on mark-up basis. The 
payment may be at spot or on a subsequent date agreed upon by both the 
parties. Therefore, murabahah does not necessarily imply the concept of 
deferred payment as generally apprehended by some people or banks. 
Murabaihah in its original Islamic connotation is simply a sale. The only feature 
distinguishing it from other kinds of sale is that the bank, i.e., seller, deliberately 
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declares how much cost of the commodity at the time of procurement and how 
much profit margin associated with its final price.^°^ 
There are certain conditions for a murabahah contract to be valid. Firstly, 
there should be two separate transactions in procuring and selling of the 
commodity by which three parties must be involved, i.e., seller, bank, and client. 
Bank purchases the required commodity from seller in one transaction and the 
bank sells it to the proposed client in another. Secondly, the first condition 
implies that the required commodity must be in possession of the bank before 
its sale to the client. Thirdly, both cost and profit margin (mark-up) of the 
commodity must be determined and mutually agreed upon by both the parties. 
Fourthly, time and place of delivery and payment must be determined. Finally, 
there must be no mark-up on mark-up in case of late payment. Mark-up on 
mark-up is viewed as interest. ^ °^ 
3.2. Bai' Muajjal (Deferred Sale). 
Bai' muajjal or deferred sale is another mode of sale-related financing 
adopted and employed by Islamic banks and financial institutions. It refers to a 
sale transaction in which the seller allows the buyer to pay the price of a 
commodity at a future date in lump sum or installments.''"^ Under this mode of 
financing, a customer approaches the bank to acquire a specified asset but to 
defer the payment. The bank then undertakes to determine all conditions 
including period, term and manner of repayment with its customer. The bank 
purchases the asset concerned and subsequently sells it to the customer on 
deferred payment either in lump sum of installment basis so agreed upon. It is 
given that deferred price may be more than cash price on spot sale, provided 
that once the price is fixed at the time of making the contract it can not be 
decreased nor increased any further.^°^ This technique is widely used by 
Islamic bank. In Malaysia, the technique is called 'al-bai'bithaman ajif.'^^ 
It is significant to note that both modes of financing i.e., murabahah and 
bai'muajjal, are closely analogous to one another, operating on profit motive. 
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The permissibility of higher price in deferred sale implies that 'time-value' is 
apparently acceptable in Islam for pennissible economic activities such as 
sale/°^ Even on spot sale, the price of commodity may be high depending on 
mutual consent of the parties involved. Since mumbahah is operated on the 
basis of declared profit while bai' muajjal on the basis of deferred payment in 
which the actual profit might not be disclosed. Hence, most Islamic banks have 
combined them to create an ideal mode of financing popularly known as 
murabahah (on deferred payment basis). This mode becomes very popular and 
is widely used to finance for purchasing of consumes durable goods, working 
capital equipments, etc., on short-term basis. Murabahah contract is also used 
to facilitate international trade.^°° 
It is worthwhile here to note that one of twelve permissible modes of 
financing namely purchase of moveable or immoveable property by the banks 
from their clients with buy-back agreement or otherwise was introduced by 
State Bank of Pakistan. This mode is proposed to finance real estate and 
consumer durable goods. The bank buys property from the customer and the 
customer has a right to buy-back later. No mark-up was mentioned in the buy-
back agreement. It happened that banks in Pakistan re-introduced interest by 
combining this buy-back agreement with mark-up sale and form another 
practical mode of financing in which the bank; ""^ ^ 
• buys some items (such as raw material and consumer durable goods) 
from the finance demanding customer (and not from a supplier for later 
re-sale to the customer); 
• who immediately (and not at a later date) buys back these items at a 
price, which is higher than the price the bank had paid, i.e., at a price 
with a mark-up for the bank, on deferred payment basis. 
All this happens in one sitting and filling in different types of documents. 
One can see that the above-mentioned practice of mark-up with buy-back 
agreement^ ^ ° with only two parties involved (bank & customer) Is a ruse to lend 
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money on interest. The bank just lends money to the client and gets a pre-
determined return. It is a mere stratagem to avoid the name of interest and yet 
retain its substance. "^ This susceptible element to subterfuge of murabahah 
and its economically akin to interest have led the jurist of Islam to degrade and 
deprive it of the central-piece of Islamic modes of financing. ^^ ^ 
3.3. Bai' Salam (Forward Sale) 
Bai' salam or fonward sale is another kind of sale-related mode of 
financing adopted and employed by Islamic banks and financial institutions. 
Under this mode, buyer, i.e., bank, agrees to purchase a commodity from 
producer in advance and pays the agreed price immediately, but the commodity 
will be delivered on an agreed future date. All details of the commodity 
regarding its nature, quality, price, place and time of delivery are contractually 
specified. ^ ''^  
The permissibility of salam sale derived from the compromise bestowed 
by the Prophet of Islam to relieve associated hardship in certain kind of trade, 
particularly related to agriculture. After the prohibition of interest small farmers 
who need subsistence for themselves and families could not take loan on 
interest. Therefore, it was allowed for them to sell their produces in advance. ""^ ^ 
Similarly, the traders of Arabia used to export goods to other places and import 
some other goods to their homeland. They needed more money to carry on 
their businesses. It was, therefore, allowed for them to sell goods in advance. 
Salam sale is proved to be beneficial to buyer also as the price 
transacted under salam sale is normally lower than that transacted in spot sale. 
The difference between the two prices will constitute part of a profit to buyer. 
But the administrative practice of salam sale is proved to be cumbersome 
especially when there are large numbers of proposed farmers, shortages of 
storage, problems of specified required quality of produce and late delivery. 
Banks may find it difficult to undertake these dealings. However, the 
contemporary economists suggest that this method can be effectively and 
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conveniently done at the national level. Nationalized banks and other financial 
agencies being fully-owned by government can act as its agents for making 
payment of purchase price while the commodity can be taken delivery of at the 
harvesting time by the concerned departments in the manner normally followed 
by them in procurement season. "^"^  
Another potentiality for banks and financial institutions using salam sale 
as mode of financing is to enter into a 'parallel sa/am contract'.''''^ Under this 
contract the bank after purchasing a commodity from the first party may sell it 
through another salam contract with the third party for later time or date of 
delivery. The price of commodity of the second (parallel) transaction should, of 
course, be higher than the first one as to constitute part of profit to the bank. 
This parallel salam contract can be undertaken by banks provided that both 
contracts must be independent from one another in term of right and obligation. 
This condition, of course, implies two separate independent contracts and three 
groups of participant involved.^^^ The bank may thus, after signing the first 
contract, obtain another salam contract from the third party. 
It is interesting to note that in bai' salam and bai' muajjal either goods or 
the money price are being deferred. Bai' salam has no practical advantage over 
bai' muajjal. On the other hand, bai' salam is more cumbersome. These 
techniques are allowed to facilitate genuine transaction of trade between 
parties genuinely engaged in trade. A caution must be added about their 
indiscriminate use. It will be repugnant to Shari'ah if these techniques are used 
for conducting transactions, which are normally considered 'speculative', or for 
facilitating 'make-believe' transaction in which commodities are only 'deemed to 
have been purchased or sold'.''''^ 
3.4. Istisna' 
Another mode of sale-related financing belongs to the category of 
istisna'. It is defined as a contract to purchase by order now, for a definite price, 
something that may be manufactured or constructed later according to agreed 
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Specifications.^^^ It means to order a manufacturer or constructor to 
manufacture or construct a specific object for a definite price.''^° As the object in 
question is deferred on delivery, it is quite fair that the money paid is also 
defended. But both parties, seller and buyer, can agree upon the maximum 
period of delivery as well as on the pattern of payment which may be on 
installment basis, provided that once the manufacturing or constructing process 
starts working the contract can not be cancelled. ^^ ^ 
Islamic bank, permitted by Shari'ah, may use the technique of istisna' as 
a mode of financing by entering into a parallel istisna' contract or by 
subcontracting with the third party."*^ ^ Thus the bank may undertake a 
construction of a facility for a deferred price and subcontract the actual 
construction to a specialized finn. In this case bank can calculate its cost and fix 
the price of istisna' with its client in a manner, which may give it a reasonable 
profit. Istisna' as a mode of financing can be best employed by Islamic banking 
and financial institution to finance house building in private sector as well as 
infrastructural projects in public sector."*^ ^ 
4. Loan-Related Financing 
Other, last but not least, types of mode of financing based on loan-
related financing. Under Islamic banking and financial system, loan sanctioned 
does not carry any rate of interest as stipulated by Islamic jurisprudence based 
on Qur'an and Sunnati. Since all Islamic banks and financial institutions receive 
interest-free deposits from the public, they are, hence, entitled to sanction 
interest-free loan to public needy as well. Under loan-related finance, two 
modes of financing are quite interesting. 
4.1. Qard Hasan (Benevolent loan) 
Qard hasan or benevolent loan is defined as "a loan with the stipulation 
to return the principal sum in the future without any increase".''^'* Its literal sense 
is derived from the verses of the Holy Qur'an, among them, reads; "If you loan 
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to Allah, a beautiful loan''^^, He will double it to your (credit), and He will grant 
you forgiveness: for Allah is all thankful, most forbearing". ""^ 
Socially, banks provide interest-free loan on the basis of qard hasan to 
needy sections of the society either for consumption such as marriage, 
education, health care, etc, or for productive purposes to small producer, 
farmers, village artisans, etc. It often happens that certain entrepreneur may 
need short-temn loan to work out final stage of production or kind, and this 
process cannot be financed out of PLS modes of financing. Only interest-free 
loan will be more preferable in this case. The general objective of interest-free 
loan is to help people start their independent lives or to raise their income and 
standard of living. 
This type of financing, however, as a matter of policy, does not constitute 
any significant source of income to the bank but, in long-run, it proves to be 
quite impressive. Interest-free loan on the basis of qard hasan reflects bank's 
prestige and goodwill in the society. The general public will look upon this 
service of the bank as social amenity and will greatly appreciate it. This public 
goodwill is of a decisive importance for establishment and successful operation 
of the bank. Furthermore, the more the profitability of business, the better the 
standard of living of people and the more the banking business will prosper. 
Therefore, from the viewpoint of modern economic and financial theory, 
interest-free loans will not be entirely non-productive. They are not only 
profitable in long-run but are also considered as a measure of social service to 
the community as a whole. ^^ ^ 
4.2. Loan with Service Charge. 
Interest-free loan as a mode of financing of Islamic banks will 
necessarily involve considerable expenditures. These expenditures may not be 
met by any mean. Since the funds being lent in this case do not belong to the 
banks and have to be returned to their depositors without any decrease, 
someone, hence, has to pay for the costs of bank's management in the form of 
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service charge. However, it would be contrary to the Islamic spirit if these fees 
constitute any source of income for the bank."*^ ® 
The Council of the Islamic Figh Academy established by the 
Organization of Islamic Conference in its third session held in Amman from 8*" 
to 13*^  Safar 1407 A.H. ( l f M 6 " ' October 1986), in response to a query from 
the Islamic Development Bank, has resolved that it is permitted to charge a fee 
for loan related service offered by the bank. However, this fee should be within 
actual expenses and any fee in addition to the actual service-related expenses 
is forbidden because it is considered to be usurious. ""^ ^ 
This mode of financing can be used to finance exports, agricultural 
inputs to small farmers or to salaried class for consumption purpose that do 
not qualify for qard hasan on compassionate grounds or cannot be financed out 
of any other modes of financing. In the opinion of N.A. Zaidi, financing mode of 
lending with service charge can be employed to finance priority sectors of the 
economy where either participation in profit and loss is not possible or the 
possibility of potential loss is imminent. ^^ ° 
Summing up here with the underlying fact that financing operations of 
Islamic banks and financial institutions engulf all those aforementioned 
categories. A comparative evaluation of experiences shows that murabahah, as 
a sale-related mode of financing, appears to be the most popular among 
them.""'^  Yet, the majority of Muslim scholars and jurists seemed to regard 
participatory {mudarabah and musharakah) and qard hasan as the only three 
ideal modes of financing. ^^ ^ Nevertheless, in relation to broad range of 
business and banking contracts, the significance of other techniques including 
murabahah, bai' salam, istisna' and leasing could not be denied, only if these 
techniques be conducted in accordance with the Shari'ah rules and regulations 
underiining for each of them. If this is the case, not only their confonnity with 
Islamic Shari'ah will be obvious, the attribution of these techniques as window 
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dressing to interest-based financing system argued by some Western scholar 
would also cease to emerge in future. 
Banking Operation: Other Services. 
Commonly Islamic banks also provide other usual baking services under 
various rules of Shari'ah. Such services are, of course, rendered even today by 
the conventional banks, for fees, commission, or fixed charge provided that 
they should be free from interest involved. Such services are, for instance, 
remittance and transfers, sale and purchase of foreign currency, sale of 
travelers' cheques, investment/portfolio management, trustee and nominee 
company services, and so on. 
Given the long history of contemporary baking business. Islamic bank 
and financial institution have emerged as a viable and feasible alternative to 
traditional commercial banking, which is mostly based on the concept of riba, 
which is strictly forbidden in Islam. Important developments have taken place 
both in the theory and practice of Islamic banking during this period. Hundreds 
of financial institutions are working around the globe putting the principles of 
Islamic banking and finance into practice. Islamic banking is no more a mere 
wishful dream but, instead, has converted it into an existing reality. 
Impressed by the success of various Islamic banks and financial 
institutions, they are, however, considered to be relatively new institutions. They 
are very young and they still have a long way to go. Yet, these institutions are a 
living vindication of the Islamic theory of banking and finance. 
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CHAPTER li 
HISTORICAL DEVELOPMENT OF ISLAMIC BANKING 
& FINANCIAL INSTITUTION 
INTRODUCTION 
The emergence of Islamic banking movement in the last quarter of the 
last century marked the most significant development in the world financial 
event. Although, the attempts to reorient banking along the Islamic lines go 
back to early sixties, the concept of Islamic banking is much more older having 
its origin from the fundamental belief of Islamic society which can be dated back 
to over 1400 years ago. The movement is somehow powerful to the extent that 
its progress has surprised those who believed that banks and financial system 
could not operate in modern time without reliance on the interest rate 
mechanism. The progress of Islamic banking system has shown the whole 
world that mosque and market can grow in harmony and that it can make 
substantial contribution to the world financial order. 
The principles of Islamic banking and finance are now widely understood 
both by Muslims and by the Western financial community who have extensive 
dealings and interest in them. The industry has its own journals and several 
research centres, and its content has been taught in economic department of 
various institutions in the East and West. The size and scale of the industry are 
now such that no conventional banker can afford to ignore the role it has played 
in the modern financial world. 
Islamic banking is a fast growing specialized market within the global 
banking industry. Its establishment in the world financial system has been 
quoted by Sheikh Saleh Kamel, the founder of the Dallah Al Baraka Group and 
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the winner of the 1997 IDB prize, echoing "Praise be to Allah, that after 20 
years of explanations about the fundamentals of Islamic economics and some 
features about the implementation of zakat, the financial markets and Islamic 
banks, I find a recent press report by the IMF stressing that 'Islamic banking is 
more established than corresponding Western system; it has proved its 
efficiency from the purely Islamic aspect'. The experiment has become a 
phenomenon to which the world is showing appreciation and admiration. 
Although, it is a new phenomenon, and in spite of the difficulties it is facing, it 
has imposed itself upon the world banking system, not with the aim of facing 
and encountering it, but in order to implement it and act in accordance with it".^  
GENESIS ISLAMIC BANKING IN THE EARLY DAYS OF ISLAM 
The origin of the concept of financial intermediation can be traced back 
to the history of the oldest society. Man has sought, since ancient time, to 
design methods whereby it would be possible to transfer financial surplus in an 
organized and rewarding manner from the surplus units to deficit units so that 
the community can achieve the optimum utilization of the available resources. 
The early Islamic community was no exception to this rule. Since the 
early day of Islam, mudarabah became commonly used as a vehicle for 
financing investment especially of those who could not do the job themselves 
but possessed surplus funds such as soldiers, orphans, or government officials. 
All Islamic scholars from various sectors and schools of thought recognized 
mudarabah contract as an ideal accepted deal. In later stages of development, 
Muslim society witnessed a third party who worked as an intermediary between 
the providers and workers of capital. This third party was a trustworthy person 
who used to take money from others who anticipated sharing profits from 
investment. Instead of utilizing the proceeds himself, he entrusted them to a 
more equipped and skilled person to employ such funds, and enjoying a profit 
arising out of the difference between the percentages he agreed to receive from 
the latter and to pay to the former. This trustworthy person, by his role as an 
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intermediary, played the same role as it is being played now by modem Islamic 
bank.^ 
Under the Second Caliph, Umar b. al-Khattab, 'Bait al- Mai' or 'Public 
Treasury' was established by which, in later period, it was recognized by its role 
as a 'State Bank of the Muslim Community'. Under the days of the Umayyad 
regime, Bait al-Mal assumed the role of an agricultural credit bank and 
commercial bank. It lent two million dirhams to peasants. No detail available on 
the temns and conditions of these loans but no interest was charged.^ To 
facilitates commercial activities, it worked as clearing house for merchants and 
advanced them money on loan. The merchants, in pursuing international trade 
activities, borrowed money in one place and paid back to the nearest Bait al-
Mai in another place where the amounts were credited to the account of the 
Public Treasury from where the money had been originally drawn."* 
In the absence of state deposit taking institution, the task of keeping 
other people's money and valuable items was rendered by trustworthy 
individuals. Surprising to see many trustworthy people in early Islamic period, 
al-Zubair b. al-Awwam (Circa 610 AD) is said to have held deposits amounting 
to 2,200,000 million dirhams. He was credited as the first person who applied 
the Islamic principle of 'qard' or 'loan' in the Islamic banking system.^ 
Aside from the concept of prohibition of interest mudarabah (profit 
sharing), and loan under the.principle of 'qar6\ activities related to remittance 
and the bill of exchange had also existed in the early days of Islam. Ibn Abbas 
(d.686-8 AD) received the wariq (silver minted into dirhams) and sent an 
acknowledgement to Kufa (a city in Iraq). Similariy Ibn al-Zubair (642 AD - 692 
AD) received cash in Makkah and wrote to his brother in Iraq who repaid the 
depositors when they arrived in Iraq.^ With regard to cheques, Sayf al-Dawlah 
al-Hamdani, the governor of Alepo, was the first one in islamic banking history, 
to draw cheques in the tenth century. The governor, in order to give a present 
to some people who were not knowing him, wrote an order directed to the 
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exchanger of Baghdad. When they went to cash the order, they came to know 
that the cheque was signed by the governor whose signature was verified by 
the exchanger/ 
Another aspect of Islamic banking system in early period is related to the 
concept of money exchange. There are numerous Traditions explaining that the 
exchange of different currencies must be prompted. Forward exchange on 
Swap basis is, therefore, not allowed due to such a delay would be considered 
usury. This fact was revealed only very recently after the development of 
foreign exchange markets. It was noticed that the difference in the interest rate 
would be represented in the forward exchange offered price.° 
It is, thus, revealed that numerous banking activities including safe 
deposit, transfers, exchange, draft and issuance of cheques and etc., practiced 
in modern banking system were not alien to people in the early Islamic period. 
According to Hamoud, "all such services that modern banks started providing 
only a couple of centuries ago, in fact, have been provided by various 
institutions since early period of Islamic civilization.^ This civilized banking 
activities, including the ability to mobilize adequate financial resources through 
the method of mudarabah (and shirkah), representee! prosperity from a great 
boost of trade that flourished from Morocco and Spain in the West, to India and 
China in the East, Central Asia in the North and Africa in the South. The 
extension of Islamic trading influence is indicated not only by available historical 
documents, but also by Muslim coins of the seventh to the eleventh centuries 
which have been found in several outlaying parts of the Islamic world. They 
have also been found in different part of Russia, Finland, Sweden, Norway, the 
British Isles, and Iceland.''" 
By the Middle Ages, a highly sophisticated financial system had been 
established to support trade between Muslim and non-Muslim communities. 
This system appeared to have been the most extensive and highly developed 
of the time and remained so until the establishment of banking system created 
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by Western European nations which finally outstripped it in the 16"^  Century, To 
employ the words of Udovitch, "Some of the institutions, practices and concepts 
already fully developed in the Islamic legal sources of the late eighth century 
did not emerge in Europe until several centuries late. The efficacy and vitality of 
these legal commercial institutions endured, I believe, far most of the Islamic 
Middle Ages." 
TRANSITIONAL PERIOD OF ISUMIC BANKING DEVELOPMENT 
A question, which may legitimately be asked according to Ahmad^^ by 
any observers, is that since the injunction of the basic principles of Islamic 
banking, i.e., prohibition of interest and legitimization of mudarabah financing, is 
over 1,400 years old, the emergence of Islamic banks was of recent origin in 
the middle of 1970s. What took Islamic world so Jong to come up with an 
alternative interest-free banks? The answer to this question must be rightly 
based on the historical fact that the development of modern commercial 
banking system in the West itself is not very old. It has synchronized with the 
emergence of Industrial Revolution in 18"^  century. With the expansion of trade 
and industrial activities, financial intermediation has been institutionalized. 
It follows that modern banking, which is operating today, is of 
comparatively recent origin. Before the advent of modern banking, direct 
finance, in which the owner of capital would deal directly with the user of 
capital, was the customary mode of transference of funds from savers to 
investors. There was no need of financial intermediation and institutions 
specializing in such intermediation were not as yet known to the societies. With 
the progress of trade, industry, and increased financial requirements for 
productive enterprises in the 17**^  century, direct finance was proved to be an 
inadequate and unsuitable mechanism to transfer sources from surplus unit to 
deficit one. Financial intermediary emerged on the scene to assume such role 
and it was only after the invention of commercial banking system in the late 
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medieval era in Europe that the function of financial intermediation became a 
specialized economic activity. ^ ^ 
While the fundamental principal of Islamic banking may have been 
accepted among Muslim communities at a gross-roots level, it did not become 
institutionalized and evolved into a formal banking industry. No effort and idea 
had been taken to develop theoretical and technical details of interest-free 
bank. By the time of the invasion of much of the Middle East by the European 
powers in the ^9^ century, modern banking system, among other things, w/as 
introduced. Interest-based bank became solidly established in the region. 
Standard financial instrument based on interest were used as there was little 
awareness of Islamic alternative and usually those leading institutions such as 
the Ottoman Bank, the Eastern Bank or the National Bank of Egypt were largely 
British or French owned and managed.""^ it is this string of historical 
circumstances that, argued by Muslim scholars, has led to the present-day 
dominance of interest in financial transaction all over the globe. Had the 
societies developed in a different fashion and paid greater attention to the 
injunctions of religions, the development of world financial system would have 
surely taken a different course and the society would have had in actual 
operation an alternative system free from interest but fully meeting the needs of 
modern society. 
The economic and financial system developed by Islam was then 
replaced by capitalism. While military might of Muslim was defeated in the 
battlefield, the Muslim intelligentsia and politicians surrendered, perhaps 
unwittingly, to the western philosophy of life. ""^  However, despite the decline on 
the importance of Islamic financial techniques under the influence of European 
powers until the second half of the 20"^  century, the fundamental principles of 
Islamic banking and finance have survived. As a consequence, modem 
conventional banking could not make much headway in Muslim countries, the 
way they did in Westem worid and other non-Muslim countries. This is 
corroborated by the fact that commercial banking in Muslim worid itself is 
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confined mainly to large urban centers, where Western culture and clvilizafion 
has made deep penetration. Even in cities, a significant number of population, 
who have a clear grasp of religious faith, stay away from dealing with 
commercial banks and, with no other circumstance to avoid with such dealing, 
they do not make any use of interest or leave it unclaimed at the bank. This 
creates advantage for the bank to happily deal with some Muslim clients. ""^  
Independence from colonial powers led to a reassertion of traditional 
heritage, with some countries formally Islamising their governments and 
economies. A return to Islam meant a rejection of many western systems and 
ideas, which had been penetrated during the colonial fimes. The most important 
issue widely discussed during this period of overall Islamic resurgence was the 
transformation of the economy from a capitalist basis to an Islamic foundation. 
Since elimination of interest has generally been the first step for Islamisafion of 
the economy, it is natural that the fonnafion of the operafion of islamic bank 
was given the most attention. ^^ 
ISLAMIC BANKING DEVELOPMENT IN THE MODERN PERIOD 
For a long time, Muslim world was beset with a no way out dilemma, in 
the sense that Islam prohibits all transactions based on interest whereas it 
seems impossible to steer clear of interest in modern era where interest has 
played a key role in most of the financial transaction. The contemporary Islamic 
resurgence with a view to retum to Islamic philosophy of life provides an 
eminent incentive to free the economy of interest. The Islamic banking 
movement, which has been gathering speed in recent years, seeks to 
implement this situation. The movement has two main dimensions. On the one 
hand, theoretical work is being undertaken on various aspects of interest-free 
banking. On the other hand, practical experience is being gained putting theory 
into work in running interest-free banks and financial institutions. A great deal of 
interaction is also taking place between the theory and practice of Islamic 
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banking movement. The movement, even though looked so young, has made a 
significant contribution to the world financial scene. , 
Theoretical Aspect of Development 
Since Islam prohibits interest in all forms and kinds, it is obvious that 
elimination of interest from the economic and banking system becomes the 
most,popular topic among contemporary Islamic scholars. The discussions of 
the importance for Muslim to have interest-free financial institution became 
intense especially in the sixties and seventies. Notable scholars such as 
Muhammad Nejatullah Siddiqi, Khurshid Ahmad, Ahmad Najjar, Muhammad 
Uzair, Muhammad Abdul Mannan, Muhammad Umer Chapra, Sami Hassan 
Hamoud, Muhammad Anas Zarqa, Ziauddin Ahmad, and many others whose 
name are not mentioned here have made much contribution towards the 
enrichment of Islamic economic and banking literature. The survey of 
contemporary literature on the subject made by Professor Muhammad 
Nejatullah Siddiqi lists some 700 works in English, Arabic, and Urdu. ''^  A more 
recent work by Javed Ahmad Khan contains over 1,600 citations.''^ These 
literatures, which have been contributing to the development of Islamic 
economics in general and banking in particular, encompass several aspects 
related, among other things, to fundamental concept and model of Islamic 
banking and which is considered as the main contribution to the theoretical 
development of Islamic banking. 
The theoretical development of the concept of Islamic banking has been 
proceeded on the basis that guidance for all institutionalized developments in 
an Islamic society must be strictly derived from the principles of Islamic Law. 
The form and content of Islamic banking practices have, therefore, to be 
derived from the teachings of Islam. This is exactly what Muslim scholars have 
been doing. In the early period of theoretical development, efforts were 
concentrated basically on arousing the consciousness of Muslim regarding the 
issue of n*a. Considerable emphasis was stressed on moral, philosophical, and 
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religious arguments against the institution of riba. Economic arguments were 
given less prominence. Except the writing of Sheikh Mahmud Ahmad^° and 
Anwar Iqbal Qureshi^^ who meticulously combed through nearly all theories of 
interest developed since the time of Adam Smith, analyzing the writings of 
prominent economists such as Keynes, Bowerk, Cassels and Samuelson, and 
finally coming up with the conclusion that there had been no satisfactory theory 
of interest. All of these writers held a reasonably strong conviction that the 
existence of fixed and predetermined rate of interest was impediment to the 
process of economic growth and development. ^^  
With regard to the alternative banking system, which does not make use 
of interest rate, Muslim scholars have developed a radically different models of 
banking which rely, instead, on profit-sharing. The earliest references to the 
reorganization of banking on the basis of profit-sharing are found in the writings 
of certain Muslim scholars in the late forties and early and mid-fifties of the last 
century. The sixties and seventies saw more elaborate formulation of Islamic 
banking concepts. The subsequent period has witnessed further refinements of 
the theory. ^^  
The efforts of Muslim scholars in developing model of banking within the 
parameter of Islamic teachings had led to a variety of proposals. Ultimately the 
hard core of model was set on a two-tier mudarabah contracts, i.e., the first 
contract between the depositors and the bank and the second between the 
bank and the entrepreneur or whom the finance is granted. The earliest 
contributions on the subject were of the nature of proposals and had very few 
details. With the passage of time, increased attention has been given to the 
details of the operating procedures of Islamic banking providing grater feasibility 
and viability of the theoretical model. ^"^ 
The earliest Islamic banking model envisaged three main sources of 
funds for Islamic banks, viz., (i) bank's share capital, (ii) mudarabah deposits, 
and (iii) demand deposits. Later, the sources of funds have been identified to 
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be (i) demand deposits, (ii) savings deposits, and (iii) investment deposits which 
may either be specific or general and either limited or unlimited period based on 
the principles of profit-sharing. On the other hand, the earlier model 
demonstrated four principal uses of funds namely (i) mudarabah financing, (ii) 
musharakah, (iii) purchase of ordinary shares of commercial or individual 
enterprise as well as any instrument certificates issued in private or public 
sector on profit-sharing basis, and (iv) qard hasan. ^^ Later models^^ take into 
account that although profit-sharing and partnership are the \SNO prominent 
methods of Islamic financing, the flexibility of Shari'ah's contracts needed to be 
emphasized and Islamic banks may need certain other modes of finance to 
deploy their funds. As in actual practice, the theoretician noted that a number of 
Islamic banks, which started operation in seventies in different countries, did 
not confine their activities to only four models of financing operation. The 
Shari'ah experts associated with the working of these banks saw no objection 
to bank engaging in activities, as long as they do not contain any element of 
riba and gharar^^ like murabahah (mari<-up sale), ijarah (leasing), ijarah wa 
iqtina' (hire-purchase), bai' muajjal (deferred sale), bai' salam (forward sale), 
and istisna' (manufacturing contract). Similarly, banks can also operate several 
other general banking business against fee. This later models of Islamic 
banking represents a concrete example of the interaction between theory and 
practice of Islamic bank. ^^  
Theoretical Development of Islamic Financial Market 
From the mid-eighties up to now, the attention of theoreticians as well as 
the innovation of practitioners of Islamic banking and finance are now focused 
on the issue of establishment of an Islamic financial market. In temns of 
historical evolution, particulariy on the theoretical side, the attention was 
motivated by a desire to develop Islamic financial instruments and a secondary 
market for these instruments. ^^  
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Overwhelming support from depositors lias resulted in an unusual 
liquidity problem for Islamic banks. In many cases, the bank's funds remain idle 
because of limited investment opportunities, islamic banks are restricted from 
channelising these funds to conventional financial market because most 
instruments are interest-based. In addition to difficulties in investing excess 
funds, they also encounter obstacles to expansion. In the event of a need for 
growth capital, they are not able to borrow from conventional market due to the 
same factor. The unavailability of acceptable money market operations has led 
to severe constraints forcing them to maintain high volume of idle funds in 
anticipation of a sudden need for liquid cash to meet either the customer 
withdrawals or to cope with other financing needs. Good investment proposals 
were often declined due to the lack of opportunity to use liquid cash even for 
just a few days. In addition, perhaps, the most challenging issue in the 
implementation of an Islamic financial system Is how to devise risky return-
bearing instruments that can provide the investors a sufficient degree of 
liquidity, security, and profitability. 
Among the positive aspects which may develop Islamic financial 
activities is an increased securitization of investment and their conversion into 
liquidities, besides more focus on the attraction of small savings and giving the 
opportunities to a larger section of people, to acquire Islamic financial 
instruments for the sake of investment, hence, implying an increased availability 
of savings geared towards investment. ^° Proposal along this line rely on the 
development of instruments compatible to Shari'ah. Once appropriate 
instruments are designed, existence of market becomes necessary so that the 
instruments can be traded. Development and coordination of a capital market 
would certainly add depth to the Islamic financial system by expanding Its 
assets base and broadening the range of available investment opportunities. 
For this reason Muslim writers have significantly pointed out the desirability of 
well-developed money market and capital market.^^ The existence of a 
secondary market is essential to a well-functioning primary martlet. All savers, 
to some degree, have a liquidity preference to the extent that they can, if 
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necessary, sell securities quickly. Since primary securities in the Islamic system 
are normally tied to particular projects and enterprises, there are various risks 
that must enter into a portfolio decision of the investors. Therefore, creation of a 
secondary market will stimulate investment in such securities by giving 
investors the option to buy and sell at any time.^^ The challenge is yet to 
develop an efficient Islamic inter-bank security market with appropriate 
instruments which will satisfy the needs of liquidity, profitability, security, and 
Shari'ah compliance, and which can be traded in an active market in which the 
assets or liabilities of Islamic financial intermediaries can be negotiated and 
exchanged in an organized and optimum way. 
Islamic Financial Instrument 
Viewing significant development of an Islamic financial market, efforts of 
Islamic economists, bankers, and financial experts have been focused on 
developing certain Islamic financial instrument. ^^  For without an introduction of 
latest financial instrument marketable in capital market, Islamic banking and 
financial industry cannot grow to meet the international banking and financial 
standard. "The absence of marketable Islamic financial instrument", according 
to Wilson, "impedes the flexibility of Islamic financial institutions and reduce 
their profitability".^ These include such instruments as Participatory Term 
Certificates (PTCs), Muqaradah Bonds, Housing Certificates, etc, issued by 
both banking and non-banking institutions.^^ Naturally most of these 
instruments do not involve interest but imply establishing an equity participatory 
relationship between the supplier and user of capital. Therefore, yield on these 
instruments is neither fixed nor predetermined. Instead of representing a claim, 
these instruments stand for a share in some real and productive assets. The 
yield of Islamic financial instrument will depend, on the one hand, upon the 
productivity of the assets whose share it represents and, on the other hand, will 
be influenced by changing market conditions in the real sector.^^ The evolution 
of Islamic financial market can be said to have represented the resurgence of 
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Islamic finance worldwide implying a reflection of the Islamic global economy's 
discernible transaction from bond-based to equity-based finance. '^^  
Since 1980s, a significant trend in the capital market has appeared in 
the form of emergence of Islamic mutual funds and Islamic investment funds 
operated by commercial banks and investment companies. A mutual fund is a 
company that invests most of its money in stock and bonds issued by other 
business corporations. It raises its capital by issuing and selling shares 
(common stock) to individual and institutional investors who eventually become 
the shareholders of the company. The emerging Islamic financial markets have 
also taken notice of investment funds such as Abrar Investment Funds 
established and managed in Malaysia by Abrar Group International with the 
objective to invest the money of their clients in business conforming to Islamic 
Shari'ah in order to share in profits. The establishment of Islamic mutual and 
investment funds offers ample scope for the development of Islamic financial 
market.^^ Moreover, to manage Islamic funds, the fund management group has 
been established to provide services to investors in connection tc investment in 
stock exchange market. The latest contribution, which has been rendered by 
the group such as Dow Jones Islamic Index Group, is to screen equity 
investment in stock market throughout the world to identify companies, which 
are potentially acceptable to Islamic investors in terms of their degrees of 
compliance with the Shari'ah Law. ^^  
Impressed by the great potential and growing demands for investments 
in Islamic instruments, many international conventional banks in Europe and 
America have already entered the industry and set up Islamic departments in 
their organizations. This is a testimony to the feasibility of Islamic banking and 
financial system. The more financial instruments in the industry are developed, 
the more people will be attracted to the system.'*" 
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Practical Aspect of Development 
Practical aspect of development of Islamic banking system has 
accompanied with its theoretical development. It implies various tentative 
experiments putting theory into practice. The earliest attempt to establish 
institution to work on interest-free basis came in India in 1940s with the 
establishments of Patni cooperative credit society in Surat and Muslim Fund 
Tanda Baoli in Rampur. '*^  
In Malaysia during the mid-1940s, a plan to invest prospective pilgrim 
savings in' real estate and plantations in accordance with Shari'ah was, 
however, unsuccessful."*^ Another early experiment occurred in the late 1950s 
when a credit institution in rural area of Pakistan charged no interest on its 
lending. ^ ^ A small rural co-operative bank was set up in 1958 in West Pakistan 
with a group of landlords depositing and obtaining funds on a mudarabah basis. 
Probably, the first legalization of the prohibition of interest ever figured in an 
official document of Muslim country has been done by the Central Bank of 
Saudi Arabia, Saudi Arabian Monetary Agency (SAMA) in 1952, where the 
Agency and other government bodies in Saudi Arabia could not legally accept 
or pay interest. Nevertheless, SAMA, being a central bank cannot perform 
usual commercial banking function in an interest-free framework.''^ However, 
the establishment of Mit Ghamr Local Savings Bank in 1963 by an Egyptian, 
Ahmad El Naggar, in the small Delta town of Egypt, marked a new milestone in 
the evolution of the modern Islamic banking system."*^ It provided basic banking 
services such as deposit account, loan account, equity participation, direct 
investment, and social services. The introduction of services based on Islamic 
principles by Mit Ghamr received overwhelming support from local fanners and 
villagers. The number of depositors and amount of deposits increased 
tremendously over years. "^^ Besides its ability to refrain customers from going 
to money-lender for financial assistance, the bank was able to instill the sense 
of belonging among its customer, which in turn became a major factor towards 
its success. However, the bank was abandoned due to certain factors, which do 
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not merit elaboration here. It was nationalized by the National Bank of Egypt 
and the Central Bank of Egypt in the second half of 1967. As a result, its 
operation again reverted to an interest-based institution . Until 1971, under the 
regime of President Sadat, the interest-free concept was revived and a new 
institution under the name of Nassar Social Bank was established to carry out 
banking business based on the concept, which was previously practiced by Mit 
Ghamr.''^ 
Although Mit Ghamr had ceased operation before reaching its maturity 
and having extended its services to all business sectors, it, nevertheless, 
signaled to Muslims that Islamic principles were applicable to modern day 
banking business. This phenomenon has awakened and evoked Muslim 
scholars around the world to examine the operation of this pioneering bank and 
continued to explore their intellectual ideas and efforts in the field of Islamic 
banking and finance. Motivated by Islamic resurgence, Muslim scholars 
expressed their willingness of having an Islamic bank established in their own 
countries. Realizing the scarcity of resources, their first task was to formulate 
the theoretical frameworks and guidelines on practical aspects of Islamic 
banking. 
Most of the initial step in establishing an Islamic bank in various 
countries was normally undertaken by private initiative. The late King Faisal b. 
Abdul Aziz al-Saud of Saudi Arabia made a major contribution towards Islamic 
banking development by initiating the establishment of the Organization of 
Islamic Conference (QIC) in 1969. This had led to the establishment of inter-
governmental Islamic Development Bank (IDB) in 1975. With a founding 
membership of 22 Islamic countries, the Bank is located in Jeddah, Saudi 
Arabia and currently has 53 member countries. Besides providing financial 
assistance for development purposes needed by its members, it extends its 
technical assistance to those who wish to establish an Islamic bank of their 
own. IDB also plays an important role in conducting and promoting research 
74 
and conference especially in the area of Islamic economics, banking and 
finance. '^^ 
The establishment of IDB provides a big boost to the Islamic banking 
movement. In the wake of oil price hike during 1970s which resulting in wealth 
accumulation of various Muslim counties in the Gulf and Middle East, a number 
of Islamic banks emerged throughout the region and widely spread throughout 
the Muslim world. Dubai Islamic bank was established in 1975, Kuwait Finance 
House in 1977, Faisal Islamic Bank of Egypt and Sudan, both, in 1977, Jordan 
Islamic Bank in 1978, and many other Islamic banks were established in later 
period in several countries such as Turkey, Malaysia, Philippines, etc. 
Besides, Islamic banks were also established in Europe. Islamic Banking 
System International Holding, the first islamic bank in Europe, was established 
in Luxembourg in 1978, Islamic Bank International of Denmark in 1983. Three 
countries namely Iran, Pakistan, and Sudan have converted their entire 
economy to be based on Islam. Three major international Islamic financial 
groups namely Dar al Mai al Islami (DMI) Group, the Al Baraka Group and the 
Al-Rajhi Banking and Investment Corporation, all of which draw much of their 
funding from Saudi Arabia, have large number of their subsidiaries and affiliates 
in many, Muslims and non-Muslim countries such as Egypt, Sudan, Turkey, 
England, Bahamas, Switzerland, etc. The tremendous growth and prosperous 
future of Islamic banking industry also attracts local conventional bank of 
Muslim countries such as National Commercial Bank of Saudi Arabia as well as 
international commercial bank such as Citibank and ABN AMRO, to offer 
Islamic banking services with what is known as 'Islamic windows' and portfolio 
management based on Islamic Shari'ah to Muslim and non-Muslim clients. '^^ 
Up to 1995, there were then 186 institutions around the world, which qualifies to 
operate under the guidelines of Islamic Shari'ah, with total assets of around 
US$ 160 billion, although there were various problems associated with 
calculating such figures. What is certain is that the industry is expanding very 
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rapidly, with some analysts putting its annual growth rate at between 15 and 20 
percent. °^ 
Islamic Banking and Financial Involvement of Multinational Institutions. 
Besides Citibank and ABN AMRO, a number of multinational financial 
institutions showed signs of content in Islamic financial operation. Instead of 
concentration in Bahrain or in the Gulf countries, they are comparatively active 
elsewhere. The Australia and New Zealand Banking Group Ltd (ANZ), for 
instance, has been active in Islamic banking for many years In Pakistan and 
Turkey. The German-owned investment bank Dresdner Kleinwprt Benson; the 
United Bank of Kuwait (UBK); and one of the largest investment bank on Wall 
Street, the Goldman Sachs, are all-active in the United Kingdom. 
Many such more of Western institutions as Chase Manhattan, Swiss 
Bank Corp, Union Bank of Switzerland, Grozentrale of Australia, ING 
(Netherlands), HSBC, and Nomura Securities (Japan), have developed close 
relationships with Islamic financial institutions. These institutions have formed 
special Islamic Banking Units, which comply with the Shari'ah Law and seek 
to generate incremental growth.^^ The growing interest by proactive foreign 
banks is obviously adding credibility and sophistication to the Islamic financial 
market. This phenomenon again becomes more accentuated by growing 
involvement in Islamic finance of leadings global blue-chip companies. The 
Middle East report in September 1997 reproduced in the Islamic Economics 
Bulletin in Jan-Feb 1998 noted, "A number of global blue-chip companies have 
tapped Islamic capital especially for leasing project finance deals. IBM General 
Motors, Alcatel (France), and Daewoo (Korea) have raised finance through an 
islamic ijarah fund set up in the U.S. by United Bank of Kuwait", ^^  
The growing interest committed by conventional banks in Islamic 
banking industry has been obviously driven by two phenomena. The process of 
Islamic resurgence of Muslims after independence from colonialism has 
motivated them to return, as long as possible, to the fundamental issues of 
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Islam. With respect to, among other things, banking and finance, there is a 
great potential demand towards Islamic structure. It has been in the sub-
conscious of several international banks that the global Muslim population is so 
large'that any overlooking its demands will be omitting out on a substantial 
amount of business. Another reason, which probably pre-dates to the first, 
according to Philip Moore, has to do with ever-closer trading links between 
Muslims and non-Muslim partners such as the ED, the United Sate and Asia, 
since the petrodollar boom of the early 1970s. The conventional interest-based 
banks have to familiarize themselves with Shari'ah Law and market themselves 
actively to the Middle Eastern client base if they were to remain competitive. ^^  
However, there might have been a third reason also: without the feasibility and 
viability of Islamic concepts of banking and finance, nobody would have taken 
and rendered such service. 
Obviously the vast majority of Islamic bankers do not regard the growing 
involvement of conventional banks as a competitive treat. On the contrary, most 
of the more sophisticated bankers in Bahrain and elsewhere appear to 
welcome them for two very good reasons.^ Firstly, the involvement of the 
global most experienced institutions implies emphatic endorsement of the 
viability of the Islamic banking system. With their worldwide network, their 
commitments and credit worthiness proved great advantage to the introduction 
of Islamic banking system to the world banking and financial market. Secondly, 
the increased commitment and cooperation of foreign banks to the industry 
helps in the area of Islamic product development. Addressing in a lecture on 
the occasion of winning IDB prize in banking in October 1997, Mr. Saleh Kamel 
rightly pointed out "I have always been calling for a greater cooperation with the 
conventional banking sector because there is no Shari'ah objection to that so 
long as it takes place in accordance with the principles of Shari'ah... This Issue 
is related to our attitude towards the creation by the major conventional bank of 
integrated Islamic branches in banks, because this concems not only an 
anticipated competition, but viewed from a global aspect, it is a victory of the 
principle and an expansion of the base of Islamic banks. Through this process 
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we are looking forward to a blending of established banking experience with 
noble Islamic concepts, so that we may develop our techniques, modes of 
investment and the level of services that we provide in our customer service 
departments".^^ 
Practical Development of Islamic Financial Market Movement 
Muslim economists have been successful in finding an alternative 
formula to conventional banking and finance for the last decades. They are 
paying now an increasing attention to Islamize the operation of capital market. 
The first few modern Islamic funds, which would be an initial step towards 
Islamic capital market development, were offered by Western financial 
institutions. Kleinwort Benson, the London-based merchant bank, offered a 
designated Islamic unit trust from 1986, but it could not attract much support 
from the investors and wound up in 1991, largely because it derived much of its 
profits from nba-based finance and there was no Shari'ah advisor used to audit 
the activity of the fund manager. The United States' Amana Income Fund, 
founded in 1986, London-based Umma Fund and Al-Madina Equity Fund 
founded in later periods faced similar fate, not because of Islamic 
unacceptability but due to poor fund management skill and disappointing track 
record or the fund managers were small and largely unknown groups.^^ 
In spite of these early disappointment, new Islamic equity funds, alerted 
from earlier set back, launched by Flemings, the National Commercial Bank of 
Saudi Arabia, The International Investor, Al-Rajhi, and the Faisal Islamic Bank 
of Bahrain are being much more professionally marketed and appearing to 
have much more greater chance of success.^ The National Commercial 
Bank Global Trading Equity Fund launched in 1995 could attract much support 
from Saudi investors. The Ibn Majid Emerging Market Fund launched in 1995 
by The International Investor (Til) with the help of more experienced manager 
from Swiss Bank Corporation, seems well placed to profit from particular focus 
on the emerging markets of the two rapidly developing Muslim countries of 
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South-East Asia, Malaysia and Indonesia. The Al-Satwa International (1996) 
managed by Al-Tawfeek of Saudi Arabia the Al-Rajhi Global Equity (1997) by 
Al-Rajhi, and Golden Equity Fund (1997) by Faisal Islamic Bank of Bahrain are 
all designed to harness Saudi Arabian and Gulf capital and place it in global 
equity markets. The three Malaysian funds, Abrar Investment Fund (1996), Adil 
Islamic Growth Fund (1996), and Islamic Global Equity Fund (1997) are all 
designed to appeal to Malaysian investors, mVn the first focused on the local 
Kuala Lumpur stock market and the others focused on both regional and global 
markets. The Parsoli Core Equity Portfolio (1996) managed by Parsoli Capital 
is designed to appeal to Indian Muslims, and is investing in the rapidly 
developing Bombay (Mumbai) stock exchange. The Oasis Fund managed by 
Flemings, which was launched in 1996 in Luxembourg, is a regulated US dollar 
fund.^^ Many more funds have been launched during the period which 
represent the joint commitment between Islamic and conventional financial 
institutions. Apart from Ibn Majid Emerging Marketing Equity Fund which is 
jointly managed by The International Investor and Swiss Bank Corp, there are 
some other important funds such as the Healthcare Fund launched by the 
Kuwait Finance House and the London-based United Bank of Kuwait; and a 
physically traded base metals fund launched by Dresdner Kleinwort Benson 
with the co-sponsorship of Bahrain-based Islamic Investment Company of the 
Gulf. 
Mutual fund constitutes one of the largest areas of Islamic finance with a 
growing rate of between 20 to 25 percent per annum, according to Philip 
Winder who is the investment advisor for the recently launched Crescent 
Fund.^^ With the total value of equity fund under Islamic management 
estimated to be ranging from US$ 1,000 million to US$ 3,000 million, it is 
indicating better management and greater interest of investors in such funds. 
The factors, which result in such growth, must be derived from various aspects 
such as interest from Muslim investors, greater flexibility of Shari'ah boards and 
generating better return in addition to prudent management of the funds. The 
future growth of this sector may be further encouraged by the launch of Islamic 
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equity indices which track the movements of stocks that conform to Shari'ah 
investment principles on global equity market. 
As a matter of fact, money goes wherever there is investors' confidence, 
accountability, and transparency reflecting greater performance of Islamic 
indices, which provide two main functions: they act as benchmarks and they 
improve transparency. This credibility of Islamic Index is supported by a report 
published in Islamic Banker in December 1999 - January 2000 saying "The 
Dow Jones Islamic Market (DJIM) Index series has outperformed most of its 
major conventional equity benchmarks during 1999, according to figures 
released by Dow Jones Index. The most spectacular performance of a DJIM is 
DJIM Canada, which showed percentage returns of 35.48 percent and 92.27 
percent for Q3 and Q4 1999 respectively. By contrast, the conventional Dow 
Jones Global Index (DJGI) Canada and the Toronto 300 (comp) showed 
returns of 14.95 percent and 7.27 percent for Q3 and 42.98 percent and 29.72 
percent for Q4 1999 respectively.... DJIM, which was launched in February 
1999, also outperformed Dow Jones conventional benchmarks for Asia/Pacific, 
Europe, UK, and Global Equities. °^ 
Islamic Inter-bank Liquidity Market 
Recently, attempt has been made to develop Islamic inter-bank money 
market, the absence of which was imposing serious problem of non-
performance to idle excess cash of Islamic banks. Many conventional banks 
have stepped in to rescue by actively assuming risk alongside Islamic 
institutions. Not only do they provide joint venture investment, but also valuable 
reciprocal liquidity for many of the Islamic banks. For the Islamic institutions of 
the Gulf, North Africa, Turkey, and Near East, there is no alternative to the 
regular money-market and obviously recourse to liquidity is often provided 
through the extension of bilateral Shari'ah endorsed financing facilities by other 
banks, particularly those from the conventional sector. ®' 
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Very recently many dedicated Islamic banks have pioneered in devising 
new acceptable instruments for short period easing the problems of excess 
liquidity. Among them, are the Ijarah Liquidity Management Programme 
launched by First Islamic Investment Bank (FIIB) and Societe Generate in 
Bahrain in October 1999, Faisal Investment Participation Shares (FIPS) by 
Faisal Islamic Bank of Bahrain, and other such schemes have been already 
pioneered by ABC Investment Bank and Malaysian Islamic Financial 
Institutions and Units. All of these instruments or schemes provide Islamic 
banks, Islamic financial institutions and investors with opportunities to 
participate by investing for short period with risk-adjusted returns comparable to 
those offered by traditional money market products.^^ The basic feature, taking 
the example of FIPS for instance, is the ability of institutional investors to invest 
or liquidate their instruments within hours of negotiation based on the security 
trading of a Bahrain registered variable capital share (VCS) enhanced by good 
quality tangible assets. The VCS is structured as a fixed (voting or Class 'A') 
and variable (non-voting or class 'B') capital shares in Bahrain-registered 
investment bank, FIBEC. Class 'A' sharesonly have management rights and 
class 'B' share will be marketed regionally to institutional investors. FIPS aims 
to provide diversified short to medium-term investments in a pool of good 
quality leasing and murabahah transactions. Shares are suitable for easing 
liquidity management and for promoting an active inter-Islamic market.®^ 
Another spectacular development in this connection must be the move 
to develop an International Islamic Financial Market. Bahrain Monetary Agency, 
Malaysian Central Bank and Islamic Development Bank have recently 
collaborated to develop an International Islamic financial market with a view to 
provide better opportunities and alternatives to investing excess liquidity at 
Islamic financial institutions and banks. The setting up of this market will be a 
significant step towards bolstering the Islamic banking activity in Bahrain, 
Malaysia, and elsewhere.^ 
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The potential benefits of developing the Islamic capital market are 
numerous. Consider, for example, the rapid escalating requirement for 
infrastructural investment and development in the Middle East. It has been 
reported that over US$ 33 billion of project related funding has recently been 
invested in Islamic countries with just a fraction of this total underwritten by the 
Islamic banks. Admittedly, conventional arrangers of project finance have also 
sought access to Islamic investment companies and high net worth individuals 
in the knowledge that illiquidity is less of a constraint.^^ 
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CHAPTER III 
ISLAMIC BANKING AND FINANCE IN SOUTH-EAST ASIA 
- MALAYSIAN EXPERIENCE. 
INTRODUCTION 
South-East Asia consists of ten political countries namely Brunei, 
Cambodia, Indonesia, Laos, Malaysia, Myanmar, the Philippines, Singapore, 
Thailand, and Vietnam, nine of which are presently the member of the 
Association of South-East Asian Nations (ASEAN) whereas Cambodia has 
gained in-principle approval as the 10th member but a consensus on the timing 
of its admission is yet to materialize. It was formed in 8*^  August 1967 by a five 
founding members - Indonesia, Malaysia, the Philippines, Singapore and 
Thailand with the principal objectives to strengthen the economic cooperation 
and social stability of the region and to ensure peaceful and progressive 
national development, stability and security from external interference in any 
form or manifestation.^ 
South-East Asia is, after all, not only home to all the major religions of 
the world - Islam, Buddhism, Christianity and Hinduism - but the geographical 
spread of these is such that the bonds that bind their adherents at one and the 
same time defy and accentuate political and territorial divides and boundaries. 
The case of Islam is especially striking in this respect, as its followers are 
presenting in significant numbers in almost every South-East Asian country, 
and in several of these across constraining political borders. 
Spread of Islam in South-East Asia 
When Islam was 'historically' born^ during the 7"" century A.D., little did 
the inhabitants of South-East Asia know that Islamic influences would one day 
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exert a major role in their part of ihe world. South-East Asia was then still a 
fragmented world, with some petty kingdoms and coastal areas as the foci of 
activities. Amidst the fragmentation, a unifying force, in the guise of the Hindu-
Buddhist element, was beginning to penetrate the area, offering to the South-
East Asia the first taste of a higher civilization, with its courtly life, bureaucratic 
process, new world view, political legitimacy for the local rulers, etc. The Hindu-
Buddhist states of Srivijaya, Champa, Wiataram, Aagkor Nwere to become the 
cultural centers of South-East Asia. The process of Indianization was to take 
deep root in the mainland areas of South-East Asia (i.e., the present status of 
Burma (Myanmar), Siam (Thailand), Cambodia, Laos and Vietnam, while the 
island world (the present states of Malaysia, Singapore, Indonesia, and 
Southern Philippines), although influenced by Hindu-Buddhist traditions through 
the Srivijaya and Madjapahit Empires, were to turn Muslims permanently, 
beginning in the 13"" century.^ 
Interaction between Arabs and Indian traders and the people of the 
archipelogic region preceded Islam. By the 5th century A.D., however, the 
Malay Archipelago had already become an important platform for traders en 
route to China and vice versa. With the emergence of the Srivijaya Empire in 
the 7"^  century its ability to guarantee safety of passage in the Straits of Malaca, 
the importance of the region in respect of international trade and shipping was 
enhanced further. By the end of the 9th century, the participation of Muslim 
traders in the commerce of the region had become evident. By the 11"^ century, 
there was already evidence of the existence of Muslim settlements in the 
archipelago.'* 
It was, however, not until after the rise to power of the Empire of Malaca 
that the Islamization of the archipelago was given a new impetus. Malaca 
began to assume the leadership of states, which had converted to Islam like 
Aru, Padir, and Lambri. Form Malaca the Islamization was further undertaken in 
Sumatra (Indonesia), Malay Peninsula (Malaysia and Southern Thailand), 
Borneo (Brunei, Eastern Malaysia and a part of Indonesia) and the island of 
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Mindanao (Southern Philippines). And in the 15**^  century Islam was fully 
established in the archipelago, except Bali that the tradition of Hindu-Buddhist 
kingdom had survived.^ 
The Islamization process in the region was greatly hastened by the 
acceptance of Islam by people in power and the pre-eminent position, which 
Muslim traders commanded in the archipelago. The conversion to Islam by the 
local ruler was a coup for the Muslims. Thereafter, the proselytization of the 
local people to Islam in the region followed very closely the trade routes. 
Muslims and the Colonial Period 
Like in the case of Muslim countries in the Gulf and Middle East, the 
spread and the full impact of Western colonial penetration was faced in South-
East Asia in 19*^  century. Apparently the economic and political order of the 
region appeared to be only peripherally affected by the European presence. In 
reality, a whole new order was beginning to evolve. By the time the implications 
of Western colonial presence were realized, all the traditional states of South-
East Asia, with exception of Thailand, had lost their political independence. The 
impact of colonial powers in the region reflects mainly two phenomena.^ Firstly, 
the artificial boundaries over the region which had been delinated by the 
European Powers did not coincide by any means with the traditional, ethnic, 
linguistic, cultural, religious and, indeed, political boundaries. Secondly, 
following massive immigration, particularly of Chinese and Indian, which was 
encouraged, the new economic and educational opportunities that were 
introduced by the colonial powers largely benefited the immigrant communities. 
The bulk of the local population was virtually insulated form the developments 
that were taking place. Very few of common Muslim people were given access 
to higher and modern education. Economically, the majority of them almost, by 
design, remained in agriculture and fishing. Their entrepreneurial class had 
been suddenly displaced. Only the more cosmopolitan Muslims survived in 
trade and commerce. A pattern of unequal development between the local 
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Muslim inhabitants and immigrants emerged and often became the factor of 
ethnic conflict in the region. 
These two phenomena together weekend politico-economic and cultural 
aspects of the iVlusiims in the Malay Peninsula and archipelago. All means of 
modernization introduced in the region imposed serious indirect impact on what 
is called 'malayu culture'^ of the region. This was exacerbated when the 
economy came under the control of Chinese immigrants. This phenomenon 
existed after independence and has continued until now. Nevertheless, the 
attempt of local Muslims to maintain their malayu identities has caused them to 
be exposed extensively to religious socialization. The traditional Islamic 
educational system has, for example, continued to survive. The mosque, surao, 
madrasah and pondok have emerged as important centers of religious 
instruction.^ Further education in the field of religion is sought in the Middle 
East.^ 
South-East Asia and Economic Crisis 
Recently, the region has experienced a widespread recession caused by 
Asian financial crisis that had been root-started in July 2, 1997, when Thailand 
has floated her currency and that the no-confidence contagion first emerged. 
The sense of loss is most bewildering to Thailand because the boom that 
began in 1985 has been one unbroken swing skyward, while both Indonesia 
and Malaysia have gone through layoffs that decade and the Philippines has 
started to grow only three years before the crisis took place. 
The crisis has led to an abrupt and sharp reversal of high growth, low to 
moderate inflation, growing employment, stable currencies and rising asset 
values. Thus Indonesia's economy, ASEAN's largest, shank by 14 percent in 
1998, Malaysia 8 percent, Thailand 11 percent and the Philippines by 1 percent 
(see table 1 below): 
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Table 1: GDP. Growth % 
Indonesia 
Malaysia 
Philippines 
Singapore 
Thailand 
1996 
7.8 
10.0 
5.8 
7.5 
5.9 
1997 
4.7 
7.5 
5.2 
8.0 
-1.8 
1998 
-13.2 
-7.5 
-0.5 
1.5 
-10.4 
1999 
0.2 
5.4 
3.2 
5.4 
4.1 
Source: Asian Development Bank;-lntemational Monetary Fund; Asiaweek Research, published 
in Asiaweek September 1, 2000. 
The poverty and unennploynnent levels have soared. Newer members 
(Vietnam, Laos, Myanmar and Cambodia) of ASEAN, which were expecting to 
benefit from the rapid growth of other ASEAN members have also been 
affected. 
The crisis took the world by surprise because when it occurred, the 
economic fundamentals of most countries in the region were extraordinary 
sound. Between 1990 and 1996, Indonesia's GDP grew at more than 7.1 
percent, Malaysia's 8.6 percent, and Thailand's at over 8 percent. After 1995 
there were signs of overheating, but these did not get reflected in the economic 
statistics, for all the three countries continued to run current account budget 
surpluses. On the external account, Indonesia had a large trade surplus and 
Malaysia a negligibly trade deficit in the 1990s. Only Thailand had a large 
balance of payments deficit at the time of the crisis, because of declining 
exports. But Thailand's.foreign exchange reserves of about US$ 40 billion were 
healthy, and most of the deterioration had taken place in a single year -1996. 
At the end of 1996 when the baht first came under pressure, the trend was not 
sufficiently well established or understood to provoke undue alarm.^° 
Attention was quickly focused on Thailand, which was being buffeted by 
a series of external and internal events causing the root contagion of Asian 
financial crisis. The pre-crisis decline of Thai export was mainly due to 
devaluation of Chinese and Japanese currencies allowing them to underprice 
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low good and high value-products respectively in relation to Thai commodities. 
As Thai export diminished, the flood of foreign investment continued. On the 
surface, Thailand still looked good, with its open markets and a fiscal surplus, 
but underneath, the balance sheet was rotting. Foreign reserves remained 
steady at about US$ 38 billion, but the amount of money Thailand owed to 
foreigners skyrocketed to US$ 106 billion. By 1996, cash outflow exceeded 
1 
inflow by 8 percent of the nation's gross domestic product, and the net foreign 
assets owned by Thai government and commercial banks shriveled as the 
nation covered the outflow with borrowing. While eariier years most of these 
loans had gone to build industrial capacity, now the money poured into real 
estate speculation, the stock market and financial companies supporting an 
unproductive boom as consumer bought Mercedes sedans, cellular telephones 
and other luxurious goods. The Thai economy had become one big bulging 
bubble and late 1996 the currency speculators took notice.^^ 
Thais are finally asking some hard questions like how could a country 
with an average income under US$ 6,000 become the world's second-largest 
market for Mercedes? Is this because of the implication of interest rate 
mechanism that cultivates and fosters luxurious consumers' habit and 
ambition? The truth is that Thailand, like its South-East Asia neighbours, was 
living the high life on borrowed money. A dizzying record of growth deluded 
millions of new middle-class achievers into feeling fabulously rich. They were 
late but fast bloomers among the Asian Tigers, determined to catch up in the 
shopping race.^^ 
Were the characteristics of weak financial system, excessive foreign 
borrowing and lack of transparency of the Thai economy enough reasons to be 
punished by the American currency speculators [ike George Soros and Julian 
Robertson? Wasn't there any time-lag coincidence between the attack and the 
obligation of Article VIII of the American-led IMF in 1990 that required the Baht 
to become fully convertible on the current account and, then in 1993, 
established a Bangkok International Banking Facility (BIBF), which opened up 
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the country's capital market to foreigners which in turn exposed the Asian 
currency markets to foreign speculators and precipitated the crash?^^ Thailand 
was once believed to be the key country to check the spread of communism 
from the North to the South, but the era of cold war period was over under the 
collapse of Soviet Union. Was not the attack a policy to check newly 
industrialized tigers such as Malaysia and Indonesia from getting out of line? 
However, the flaw of the conventional financial system such as forward 
currency market and interest rate mechanism, which supports excessive 
borrowing, unproductive loans and speculation, is now proved to be the built-in 
mechanism to unhealthy economic growth and development. 
Muslim-Majority and Muslim-Minority Countries 
Islam is a major social and political force to be reckoned within South-
East Asia. Although there are no Islamic states, Islam is the state religion in 
Negara Brunei Darussalam, the official religion of the Federation of Malaysia 
and the religion professed by about 90 per cent of the population in the 
Republic of Indonesia, the world fifth most populous nation. Moreover Islam in 
the faith of the largest minorities in the Philippines, the Kingdom of Thailand, 
and the Republic of Singapore, with also some scattered amount in Socialist 
Republic of the Union of Burma (Myanmar) and Cambodia. In term of the 
number of adherents, there are more than 200 million people all over the 
South-East Asia who are Muslims. By virtue of this, South-East Asia can claim 
the distinction of being the only geographical area in the world, outside the 
traditional Islamic belt stretching from Northwest Africa to South Asia, with the 
largest concentration of Muslims. 
Although, South-East Asian Muslims can be said to be living at the 
periphery of the heart land of Islam in the Middle East, in terms of their 
geographical distribution, their psychological and spiritual attachment to Islam is 
deep and dynamic and distinguishes their devout very little from the most 
devout of Muslim elsewhere. Intellectually, the South-East Asian Muslims have 
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always been open and receptive to the ongoing process of Islamization that has 
characterized their societies for centuries. 
As well as in the field of Islamic economic, banking and financial 
development, their contributions therein continue to pre-occupy the minds of a 
great number of South-East Asian Muslims. The development of Islamic 
banking and finance in South-East Asia can be broadly discussed in three 
groups. Due to its important, this chapter will exclusively deal with the 
Malaysian experience of Islamic banking and finance. The development of 
Islamic banking and finance in other two Muslim-majority countries, i.e., 
Indonesia and Brunei, will be discussed in the next chapter. This will follow a 
discussion of such development in selected Muslim-minority countries. 
MALAYSIAN SYSTEM OF ISLAMIC BANKING 
Malaysia is one of the most dynamic and vibrant economies that is 
actively contributing towards economic development of South-East Asia. In fact, 
Malaysia is no more regarded as a developing country as it is now included in 
the category of newly industrialized countries. Further, South-East Asia is not a 
monolith. Instead, it has an amazing maze of ethnic diversity. This complexity of 
ethnicity is also reflected in the Malaysian society, whose total population is 
estimated in the year 2000 to be at 23.3 million people "^* , with 54 percent 
Malay Muslims, 35 percent Chinese and 10 percent Tamil Indians."*^ 
Malaysia provides a best telling example of dual-banking system 
whereby Islamic banking co-exists with conventional one. Since it was in a 
capitalistic environment that the Bank Islam Malaysia Berhad was established, 
Malaysia sets for a dual-banking and financial system in the next decade. The 
development of an Islamic banking and financial system to function side-by-
side with the conventional counterpart is firmly taking place. Latest 
developments include the supply of interest-free banking services by 
conventional bank, the establishment of an Islamic inter-bank money market as 
well as Islamic capital market. A wide range of Islamic financial instruments 
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adds further depth to the system. To some extent, all three premises for a 
viable and comprehensive Islamic financial system namely a large number of 
players, a variety of instruments and an Islamic inter-bank system have been 
met. The Malaysia Islamic financial system has also been recognized the most 
clearly structured in the wor\6 and as the model of the future. The Bank Islam 
Malaysia Barhad's model served as the 'blueprint' for the Bank Muamalat 
Indonesia (1991), the Islamic Bank of Brunei (1993), and Amanah Bank of the 
Philippines (new version). Many other countries such as Saudi Arabia and Sri 
Lanka have shown keen interest to implement a similar system in their 
respective countries.^^ 
The History of Islamic Banking in Malaysia 
The origin of Islamic financial system in Malaysia traces its root back to 
1963, with establishment of the Pilgrims Management and Fund Board (Tabung 
Haji), which enabled intending pilgrims to save (and earn) gradually for the hajj 
without involving any interest. Because of its importance we shall devote a full 
chapter to its discussion and deal with it in detail in chapter 6. The success of 
Tabung Haji provided the main impetus for establishing a full-fledged Islamic 
bank, which in turn led to later development of Islamic financial system in the 
country. Following the implementation of the Tabung Haji, there was a 
continuous pressure on the government to help establishing an Islamic bank. 
Starting with the independent efforts of various organizations including Tabung 
Haji, Muslim Welfare Organization of Malaysia, and the Development Bank of 
Malaysia Berhad to form a body to undertake a study on various aspects of 
Islamic banking and its implementation in Malaysia. The government lastly 
agreed to form a National Steering Committee of Islamic Bank on 30"^  July 
1980. The Committee submitted its Report on 5"^ July 1981, which was accepted 
by the government. Following this acceptance, the Parliament and the Senate 
had legislated the Islamic Banking Act towards the end of 1982. The Act had 
been gazetted in 1993. In March 1993, the first full-fledged Islamic Bank was 
incorporated as a limited company under the Companies Act 1965 under the 
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name of Bank Islam Malaysia Berhad with its registered office situated in Kuala 
Lumpur, Malaysia.^^ 
Bank Islam Malaysia Berhad 
Bank Islam Malaysia Berhad (BIMB) began operation as Malaysian first 
Islamic bank on 1 *^ July 1983. Its Memorandum of Association prefaces that "all 
business of the company will be transacted in accordance with Islamic 
principles, rules and practices"^^. It lists among the company's first objective as 
"to carry on the Islamic banking business in all its branches and department 
and to transact and do all matters and things incidental thereto, or which may at 
any time hereafter at any place where the company shall carry on business as 
usual in connection with the Islamic banking business", with the proviso "that 
nothing in this Memorandum contained also shall empower the company to 
carry on any business or do anything involving any element which is not 
approved by the religion of Islam".''^ Obviously the objectives are meant 
primarily to cater for the financial needs of Muslims in the country and to further 
extend its services to the whole population at large.^° The Bank's Memorandum 
of Association has determined that its authorized capital would be RM 500 
million divided in 499,999,999 ordinary shares of RM 1 each and one Special 
Rights Redeemable Preference Share of RM 1. The initial paid-up capital of the 
Bank was RM 80 million, with the Minister of Finance (Incorporated) Malaysia 
contributed RM 30 million, Tabung Haji RM 10 million, Muslim Welfare 
Organization of Malaysia RM 5 million, State Religious Council RM 20 million, 
State Religious Agencies RM 3 million, and Federal Agencies RM 12 million. 
The Bank's paid-up capital was increased to RM 133.4 million in 1991 to 
accommodate the growth of its asset and to better position itself in meeting 
future expansion and growth, in which Tabung Haji and Al-Baraka Investment 
and Development Company hold the larger portion of Bank's share of 26.76 
percent and 9.88 per cent respectively, whereas the Minister of Finance holds 
one Special Rights Redeemable Preference Share of RM 1.00. The Bank was 
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listed on the Main Board of the Kuala Lumpur Stock Exchange (KLSE) on 17th 
January 1992.^ ^ 
Under the Islamic Banking Act 1983 (IBA), BIMB was allowed for a 
smooth operation of Islamic banking to co-exist side-by-side with conventional 
banking of the country. The Act made it mandatory for the BIMB to set up a 
Religious Supervisory Council to supervise its operations with respect to their 
compliance with Islamic Shari'ah. Also the powers of supervision and regulation 
over the BIMB are vested in the Central Bank, Bank Negara Malaysia (BNM), 
as in the case of other licensed banks. Moreover, the Government Investment 
Act 1983 (GIA) was also enacted to allow the Government to issue Government 
Investment Issues (Gil) or government non-interest bearing certificates based 
on Islamic principles. The introduction of Gil enables Islamic bank to meet its 
liquidity requirement as well as acting as an instrument to absorb idle funds in 
the short-run. Certainly, both IBA and GIA provide specific legal framework and 
financial instrument that are prerequisites to the Malaysia's Islamic financial 
system.^^ 
Operation of BIMB 
As provided by the IBA, BIMB carries out banking business similar to 
other conventional banks, but along the principle of Shari'ah. The Bank 
provides deposit-taking products such as current deposits and savings 
deposits^^ under the concept of wadiah (guaranteed custody) and investment 
deposits under the concept of mudarabah (profit-sharing). The Bank grants 
financing facilities such as project financing under mudarabah and musharakah 
(profit-sharing and partnership) asset acquisition under bai' bithaman ajil 
(deferred payment), leasing under ijarah (leasing), benevolent loan for the 
needy under qard hasan (benevolent loan), syndication services under a/r(fee) 
and securitization and debt trading under bai' dayn fdebt trading). And in 
relation to trade financing, the Bank provides facilities such as letters of credit 
under the principle of wakalah (agency), musharakah (partnership) and 
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murabahah (cost-plus); letter of guarantee under kafalah (guarantee); working 
capital financing under murabahah (cast-plus); securitization of Islamic 
accepted bill and securitization of Islannic export credit refinancing scheme 
under bai' al-dayn (debt-trading).^'^ 
On the prudential side, BIMB has to observe similar regulatory rules as 
applied to conventional banks. For instance, the Bank has to observe a 
minimum risk-weighted capital ratio of 8 per cent. The Bank is also required to 
maintain a statutory reserve account with BNM, and the prescribed statutory 
reserve ratio as at the end of June 1999 was 4 per cent of its total eligible 
liabilities.^^ 
Performance of BIMB 
Table 2 illustrates the growth of deposits, assets and profits of BIMB 
during the period of 1984 to 1999. There was a rapid growth in deposits as well 
as assets of the Bank over the 1984 to 1987 period, as the concept of Islamic 
banking attracted Muslim depositors as a new alternative method, usually from 
those who already had acquired the banking habit. Deposit growth slow down 
the next few years until 1990, and the following year's deposits actually fell. Did 
this deposit performance, once the Islamic bank was regarded as a 'mature' 
and established institution, reflect developments in the Malaysian economy or 
its financial system, or customer perception of the institution itself? 
Between 1987 and 1991, Malaysia gross domestic product growth 
actually accelerated from 5.4 per cent to 9.5 per cert. The years of economic 
stagnation had been in the mid-1980s with GDP falling by 1.1 per cent in 1985 
and recovery by a mere 1.2 per cent in 1986.^^ Yet these were the years when 
Islamic bank's deposits grew rapidly. It seems there is no correlation between 
macro economic performance and that of the Islamic bank.^'' From the period 
over the 1992 to 1997, deposits of BIMB grew substantially at a consistent rate, 
with a slowing down in 1998 when the country experienced financial and 
economic crisis especially in the conventional banking and financial sectors. 
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And in the year of 1999, deposits with BIIVIB grew substantially and suddenly by 
52 percent. This implies that the crisis had negative impact on customers' 
confidence towards conventional banl^ing and financial system as they 
regarded that the crisis was a failure of such system. At the end of June 1999, 
BIMB's deposits increased to RM 5,620 million from RM 3,720 million in 1998, 
with the total assets, excluding contra items, grew by 37.84 percent to RM 6.76 
billion from RM 4.9 billion in 1998, and that total number of depositors 
increased by 5.88 per cent to 647,507 from 611,532 in 1998.^ ® 
Table 2: Bank Islam Malaysia Berhad: Deposits, Assets and Profits, 19841999 
Year 
1984 
1985 
1986 
1987 
1988 
1989 
1990 
1991 
1992 
1993 
1994 
1995 
1996 
1997 
1998 
1999 
Source: Bank Isia 
Deposit 
(RM million) 
241.4 
410.2 
566.9 
809.1 
1,022.0 
1,229.0 
1,220.0 
1,175.0 
1,320.5 
1,611.7 
2,547.8 
2,865.9 
3,196.3 
3,716.5 
3,720.0 
5,620.0 
m Malaysia Berhad, Ar 
Assets 
(RM million) 
326.0 
514.0 
683.0 
932.0 
1,153.0 
1,368.0 
1,396.0 
1,357.0 
1,676.2 
2,009.0 
3,046.3 
3,248.3 
3,609.5 
4,440.2 
4,900.0 
6,760.0 
nual Reports. 
Profits before taxation 
and zakat (RM million) 
-1.3 
4.4 
3.7 
4.5 
6.2 
10.0 
13.4 
14.1 
19.8 
35.7 
41.5 
42.5 
37.7 
47.7 
11.53 
47.95 
Regarding the BIMB's profits before zakat and taxation, it was negative 
in the first year of its operation, reflecting the cost in getting start and the lag in 
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obtaining return. After that it was profitable. Although the growth in profit was 
substantially negative in 1998 reflecting high rate of bad and doubtful debt or 
non-performing loan during the year of crisis. This impact might be the general 
atmosphere of the crisis and, however, proved short-life on Islamic banking 
system as in the following year, the profits of BIMB increased spontaneously by 
316.05 percent from RM 11.53 million in 1998 to RM 47.95 million in 1999. The 
substantial improvement is attributed to efficient utilization of funds, increase in 
deposits and reduction in financing losses.^^ 
Financing policy of BIMB 
Tables 3 and 4 show method and sector-wise distribution of financing 
policy of BIMB respectively 
Table3: Method of financing by BIMB 
Methods ~ % 
BBA,(6a/' bithaman ajil or deferred payment) 60.8 
Murabahah (sale at fixed margin) 30.7 
Ijarah (leasing) 03.5 
Mudarabah (profit-sharing) 00.5 
Musharakah (equity participation/ partnership) 00.5 
Qard Hasan (benevolent loan) 02.6 
Staff Credits 01.4 
Source : BIMB holdings Berfiad, Annual Report 1999. 
In table 3, ba/' bithaman ajil or deferred payment constitutes about two-
third of method of financing of BIMB. Murabahah or cost plus or sale at fixed 
margin which is popular among Islamic bank in the Middle East and elsewhere 
constitutes around one-third. These two methods of financing constitute major 
portion of finance of BIMB due to their short-term and less risk nature. The 
reverse is for other methods of financing. 
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Table 4: Distribution of BIMB Finance 
Sector 
Agriculture, Mining and Quarrying 
Manufacturing 
Real Estate&Construction 
Housing 
General Commerce 
Finance, Insurance and Business Services 
Consumption Credit 
Others 
1998 (%) 
4.80 
18.82 
15.12 
35.55 
10.39 
1.07 
4.02 
14.29 
1999 (%) 
5.25 
14.76 
12.48 
37.41 
8.41 
2.36 
5.37 
9.90 
Source: BIMB Holdings Berhad, Annual Report, 1999 
In table 4, the distribution of BIMB funding among the major economic 
sectors are illustrated. More than one-third of financing is for housing purchase, 
indicating the extent to which it functions like a US savings and loan association 
or a UK building society rather than a commercial bank.^° 1999's investment in 
manufacturing is relatively smaller than that in the year of 1998 reflecting less 
investment during the current year of economic crisis. The same pattern is in 
case of real estate and construction, commerce and others, which got relatively 
lower funding in recent years, whereas housing sector, agriculture, services 
and consumption credit received more finance. The possible reason for the 
larger finance for housing sector may be because of the cheaper price of the 
immense available of houses reflecting from less demand during the crisis. In 
addition people are not likely to invest their money during the downward 
economy. Rather they would prefer to save or hoard either in the form of cash 
or valuable asset such as house and car. The availability of housing project in 
excess supply during economic turmoil may have also been taken up by the 
government to promote its sale to reduce the rate of non-performing loans, 
which had been stuck in real estate construction and housing projects like in 
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the case of Thailand. Total amount of 1999's financing stood at RM 3.40 billion 
(net of provision for bad and doubtful financing) from RM 2.95 billion in 1998, 
reflecting a growth of 15.5 percent. Investment of BIMB in securities increased 
from RM 911.9 million in 1998 to RM 1.23 billion in 1999, consisting mainly in 
money market instrument and some portion in stock and shares.^^ 
Return to BIMB's Depositors 
Table 5: Return to depositors, 1995 to 1999 
Savings account 
Current Account - Tier 1 
Current Account - Tier 2 
Investment Account 
1 month 
3 months 
6 months 
9 months 
12 months 
15 months 
18 months 
24 months 
36 months 
48 months 
60 months 
Negotiable Islamic Debt 
Certificate 
30 days 
63 days 
92 days 
122 days 
153 days 
183 days 
Rate of Profit (% p.a) 
1995 
3.42 
-
-
4.13 
4.39 
4.65 
4.90 
5.16 
5.42 
5.68 
5.93 
6.19 
6.45 
6.71 
-
-
-
-
-
-
1996 
3.64 
-
-
4.66 
4.95 
5.24 
5.33 
5.83 
6.12 
6.41 
6.70 
6.99 
7.28 
7.57 
-
-
-
-
-
-
1997 
3.36 
-
-
4.57 
4.86 
5.14 
5.43 
5.72 
6.00 
6.29 
6.57 
6.86 
7.14 
7.43 
-
-
-
-
-
-
1998 
-
-
-
-
-
-
-
-
-
-
-
-
-
-
-
-
-
-
-
-
1999 
2.51 
2.00 
0.25 
3.53 
3.75 
3.97 
-
4.19 
4.41 
4.63 
4.83 
5.07 
5.29 
5.51 
3.30 
3.40 
3.50 
3.50 
3.60 
3.70 
Source: BIMB, Annual Reports: 1995,1997, & 1999 
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BIMB has registered in 1999 a total of RM 166.5 million as profits 
attributable to depositors compared to RM 190.6 million in 1998. These figures 
may be reflected from higher provision kept in the form of reserve to meet 
statutory requirement of the BNM and uncertainties. 
The monthly rates of return to depositors for June 1999 as well as of the 
previous years are given in Table 5, reflecting financial position in relation to 
general economic condition in respective years of the country. The longer the 
period the higher the rate of return to depositors. 
Financial Products and Services Development of BIMB 
The development of various Islamic banking and financial products and 
services is critical to ensure that the Islamic financial system can stay 
competitive. With an aim to be equally viable, modern, sophisticated and 
dynamic, the range of products should reflect these goals. During the period of 
financial crisis, BIMB has continued to introduce new products and services in 
its effort to stimulate business growth, in order to live up with its goal to meet 
various specific banking needs, BIMB introduced and managed the products 
and services such as Sakinah Investment Account, Pewani Saving Accounts, 
Al-Rahn Financing Scheme (Collateralised Borrowing Financing Schemef^, 
New Vehicle Financing Scheme, Education Financing Scheme, and Official 
Zakat Payment Reciept. With their introduction, BIMB now has a range of 44 
Islamic banking products and services. ^ ^ 
BIMB's Subsidiahes and Branch Networks 
BIMB has in recent period 4 subsidiaries including Al-Wakalah 
Nominees (Tempatan) Sdn. Bhd. dealing mainly in providing nominee services; 
BIMB Unit Trust Management Bhd. acting as a manager of Amanah Saham 
Bank Islam; Bank Islam (L) Ltd., an offshore Islamic banking basiness; and 
BIMB International Islamic Trust (Labuan) Sdn. Bhd., providing trust and related 
services.^ In 1999, Al-Wakalah Nominees (Tempation) Sdn. Bhd., a wholly-
owned subsidiary, recorded a profit before zakat and taxation of RM 189, 260 
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against RM 101, 702 in 1998. BIMB Unit Trust iVIanagement Bhd., a wholly-
owned subsidiary, recorded over the same period a decline in profit to RM 1.75 
million against RM 3.71 million in 1998. The decline was, attributed to the 
decrease in the sale of units. Bank Islam (L) Ltd. a wholly-owned subsidiary, 
recorded a profit of RM 4.44 million compared to RM 3.5 million loss recorded 
in 1998. And BIMB International Islamic Trust (Labuan) Sdn. Bhd., a wholly-
owned subsidiary, recorded a profit before zakat and taxation of RM 76,550, an 
increase from RM 20,394 in 1998. In the with its expansion plans, in March, 
2000, BIMB introduced another subsidiary, BIMB Foreign Currency Clearing 
Agency (BIFCA). BIFCA operates mainly as a foreign currency clearing house/ 
agent, foreign currency import-export center, and assist regulatory bodies in 
regulating import-export of foreign currency. BIMB has, in the end of June 
1999, 61 full-fledged branches and 19 mini-brancl^ies, with 1,670 staff manning 
the Bank.^ ^ '' 
Restructuring of BIMB 
In 1997, BIMB implemented a restructuring arrangement to increase its 
paid-up capital to RM 500 million and shareholders' funds to RM 970 million. 
The restructuring entails the incorporation of a new holding company - BIMB 
Holdings Berhad (BIMB Holdings) in place of Bank Islam. Subsequently, BIMB 
Holdings was listed on the Main Board of the KLSE on September 16, 1997 in 
place of Bank Islam. The Group's activities can now be divided into specific 
division, namely banking (Bank Islam and its subsidiaries), takaful (Syarikat 
Takaful), capital market (BIMB Securities), property (Syarikat Al-ljarah) and 
others (BIMB Institute of Research and Training, and Pembiayaan Perumahan 
National).^^ At the end of June 1999 at the Group level, profit before zakat and 
taxation surged 333.13 per cent to RM 102.41 million from RM 23.64 million in 
1998. Correspondingly, operating income increased by 13.22 per cent to RM 
286.15 million from RM 252.75 million in 1998. The Group's earning per share 
increased to 15.6 sen from 2.2 sen attained in 1998. Total asset of the Group 
increased to RM 7,787,7 million on 1999 from RM 5,688.5 million in 1998. 
BIMB, the core subsidiary of the company is the largest contributor to 
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Group profits accounting for 46.8 per cent of total profits, followed by Syarikat 
Takaful Malaysia Berhad 23.7 percent.^^ BIMB has proved that Islamic banking 
is viable and had demonstrated its ability and capability to operate in parallel 
with conventional banks within the banking system. 
Development Strategy 
The government and regulatory authorities have outlined a long-term 
plan to develop Islamic banking and finance in the country, which includes the 
parallel running of both Islamic and conventional system. Towards this end, 
there is a need to develop a wider ranging Islamic financial system. 
Although Malaysia has already established an Islamic bank since 1983, 
the bank was not able to serve the entire needs o the population, especially 
since the operations of the Islamic bank were constrained by the limited 
number of branches and resources. Furthermore, a single Islamic bank does 
not constitute a banking system. An Islamic banking system requires a large 
number of dynamic and pro-active players, a wide range of products and 
innovative instruments, and a vibrant Islamic money market. In addition to the 
above requirements, an Islamic banking system must also reflect the socio-
economic values of Islam. In other words, it must be Islamic both in form and 
substance.^^ The strategies of development of Islamic financial system in 
Malaysia can be studied under the following heads. 
Interest-free Banking Scheme / Islamic Banking Scheme 
In order to realize the above objective, BNM gradually implemented 
measures to provide the necessary infrastructure by optimizing available 
resources. The first step was to disseminate Islamic banking on a nation-wide 
basis. This was achieved through the introduction of Skim Perbankan Tanpa 
Faedah (SPTF) (Interest-free Banking Scheme) in March 1993. The scheme 
allows conventional banking institution to offer Islamic banking products and 
services using their existing infrastructure, including staff and branches. The 
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scheme was launched on 4th March 1993 on a pilot basis involving three bank 
namely United Malayan Banking Corporation, Bank Bumipatera Malaysia 
Berhad and Malayan Banking Berhad. Following the successful implementation 
of the pilot-run, BNM opened the scheme to the commercial banks, finance 
companies and merchant banks in July 1993 subject to specific guidelines 
issued by BNM.^^ Although the participation of banking institutions are 
voluntary, they have to observe the requirements of the scheme, such as to 
establish an Islamic Banking Unit (IBU) to be headed by a senior Muslim 
banker, to create an Islamic Banking Fund (IBF) with minimum allocation of RM 
1 million, to open separate current/ clearing accounts for Islamic banking 
operation with BNM, to register as Indirect Members under the wholesale 
payment system, SPEEDS (now RENTAS), and observe a separate cheque 
clearing system for Islamic banking. The bank is also required to maintain 
separate general ledger for its Islamic banking operations. These requirements 
will obviously ensure that the banks do not co-mingle the fund freely without 
proper internal controls. The banks are also encouraged to appoint at least a 
Shari'ah consultant to advise on the day-to-day operations of its Islamic 
banking division. In these ways, Islamic banking customers are having 
confident to deal with the Islamic banking unit of conventional banks. From only 
three banks in March 1993, the number of participating banking institutions 
increased significantly to 54 as at end-June 1999, comprising 24 commercial 
banks, 18 finance companies, 5 merchant banks and 7 discount houses.'*" 
In 1998, as part of the overall review on Islamic banking, the usage of 
the term SPTF was revised and it was found that the term did not portray the 
right appearance with respect to the Islamic banking operations undertaken by 
the banks. Thus, BNM replaced the SPTF with Skim Perbankan Islam (SP!) 
(Islamic Banking Scheme) beginning since 1st December 1998. BNM also 
observed that the Islamic banking operations of the SPI was regarded as low 
hierarchy business, being manned by middle-level management, while the IBU 
was given limited functions to perform its duties and responsibilities effectively. 
As part of the on-going efforts to promote Islamic banking further, the existing 
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organization structure, scope and responsibilities of the IBU was reviewed and 
enhanced further by introducing a new / framework to replace the existing IBU. 
Some of the salient features of the new framework are as follows: -^ '' 
• Effective 2" January 1999, IBU was up-graded to an Islamic Banking 
Division (IBD). The IBD will be the one-stop center responsible on all 
aspects of Islamic banking operations such as retail banking, 
commercial banking, corporate banking, trade / international banking, 
treasury operations, corporate planning and branch operations. This 
includes product development, marketing, processing, approving limits, 
branches supervision and credit control. 
• The IBD is also required to prepare strategic plan to chart out the future 
direction of Islamic banking in the banking on a medium-temn basis. 
• The IBD is expected to have a constructive working relationship with 
other departments/divisions and should be provided with the necessary 
support from the departments/divisions in ensuring smooth 
implementation of Islamic banking operations, particularly in areas 
where the same infrastructure is being shared. 
• The IBD should be proficient in applying accounting standards (including 
Islamic banking accounting standards), legal and regulatory 
requirements, directives and guidelines used by BNM and other 
authorities, including rules and regulation issued by the relevant banking 
associations. 
• As a division which operates like a 'bank within a bank', the level of 
resources should be justified to commensurate with the expected cost 
and profitability of the IBD, with a minimum staff requirement of at least 
nine officers. <. 
I l l 
• The IBD shall be headed by a Muslim senior management officer of the 
bank, at least the level of the Assistant General Manager (AGM). The 
position of the AGM should be equivalent to the status of other key 
functional heads to enable him to deal effectively with his peers and 
superiors when discharging his duties and responsibilities. Importantly, 
the AGM should be functionally responsible to the Chief Executive 
Officer (CEO). Initially, the AGM is allowed to carry out banking duties 
and responsibilities other than Islamic banking during an interim period 
of two years (1999-2000). Beginning 1st January 2001, the AGM shall 
perform his duties and responsibilities with regard to Islamic banking on 
a full-time basis. 
In tandem with the enhancement of the IBU, the IBF of the SPI 
commercial banks and finance companies were increased from RM 1 million to 
RM 5 million, and RM 3 million for the merchant banks effective 2nd January 
1999. By 1st January 2001, the IBF for the commercial banks and the finance 
companies was to be further increased to RM 20 million and RM 10 million 
respectively and RM 6 million for the merchant banks. 
Target of 5 Percent 
As part of the measure to gauge the commitment and performance of 
Islamic banking operators, in December 1995, BNM set a target to be achieved 
by the Islamic banking industry during a period of 5 years. Under this measure, 
BNM established a policy that by the end of year 2000, the Islamic banking 
operation, in tenns of deposits and financing, must constitute at least 5 per cent 
of the total banking system. The target was reviewed in 1998 by replacing the 
target from an industry-wide target to individual banks' target. With these 
changes, by the end of year 2000, the Islamic banking operation of each SPI 
banks was expected to constitute at least 5 per cent of the total banking 
operations of the bank.'*^ 
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Guidelines on the Specimen Financial Statement for the Banking Industry 
(GPS) 
Since the inception of the SPI in 1993, BNM has made it mandatory for 
the Islamic banking operations of the SPI to be segregated from the 
conventional banking operations. These segregation procedures, coupled with 
the internal separation of the accounting books of each SPI Islamic banking 
operations have made it possible for the SPI banks to disclose a true and fair 
value of Islamic banking operations during its financial year. Given the 
depositors in the Islamic banking also assume the role as investor as far as 
mudarabah depositors are concerned, it makes sense that they should be 
informed on the performance of Islamic banking operations undertaken by the 
SPI banks. In October 1996, BNM issued the Specimen Financial Statements 
known as GPS to prescribe the minimum standards on the disclosure of SPI 
banking operation. Under the GPS, the disclosure of Islamic banking operation 
would constitute a special section in the Notes to the Accounts of the principal 
financial statements. The Note to the Accounts would have a dedicated section 
showing the balance sheet and the profit and loss of Islamic banking operations 
of the SPI operations.''^ 
Second Islamic Bank 
An important event in Islamic banking during1999 was the setting-up of 
the second Islamic bank in Malaysia, namely Bank Muamalat Malaysia Berhad 
(BMMB) which commenced operation on 1st October 1999. The establishment 
of BMMB was the result of the merger of Bank Bumiputera Malaysia Berhad 
(BBMB) and Bank of Commerce (M) Berhad (BOCB). Under the merger 
arrangement, the Islamic banking assets and liabilities of BBMB, BOCB and 
BBMB Kewangan Berhad (BBMBK) were transferred to BMMB, while the 
conventional operations of BBMB, BOCB and BBMBK were transferred to 
BOCB. BMMB was given 40 branches of BBMB and BBMBK in various 
locations throughout Malaysia with a staff work force of 1,000. The paid-up 
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capital of BMMB at establishment date was RM 300 million. The establishment 
of the second Islamic bank was part of the strategy to promote greater 
competition and innovation among the players in the Islamic banking system. 
The Government decided that greater competition is necessary and essential to 
provide the drive towards greater innovation, productivity and improvement in 
the quality and efficiency of services. The setting-up of BMMB is expected to 
play a key role towards fostering an active and progressive Islamic banking 
system.'*'* 
Institutional Development 
Malaysia has succeeded in implementing a dual banking system, and is 
among countries with a free market economic system. Malaysia has emerged 
as the first nation to have a full-fledged Islamic banking system operating side-
by-side with the conventional banking system. This has helped Malaysia to 
create a comprehensive Islamic financial landscape in Malaysia, encompassing 
the Islamic banking system, the non-bank Islamic financial intennediaries and 
the Islamic financial markets."*^ The Islamic banking system in Malaysia now 
comprises two Islamic banks regulated and supervised under the Islamic 
Banking Act 1983 (IBA); and 24 commercial banks, 18 finance companies, 5 
merchant banks and 7 discount houses participating in SPI regulated and 
supervised under the Banking and Financial Institutions Act 1989 
(BAFIA), Islamic banking facilities are now available in 120 branches of the 
Islamic banks, 1,663 branches of the SPI commercial banks, including six full-
fledged Islamic banking branches, 820 finance companies' branches, including 
two full-fledged Islamic banking branches, and nine merchant banks' branches. 
Total assets of the Islamic banking system as at end-June 1999 stood atRM 
34.1 billion while deposits and financing amounted to RM 26.1 billion and RM 
11.7 billion resapectively.'*^ 
The aspiration of BNM to develop a comprehensive Islamic banking 
system has encouraged the non-bank Islamic financial intermediaries to 
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improve their participation in the Islamic banking sector. These ancillary 
institutions have created their own niche market in Islamic banking and may be 
broadly divided into four groups of institutions as follows: -^^ 
i. the takaM or insurance companies; 
i. the savings institutions; 
ii. the development financial institutions; and 
V. other financial intermediaries which offer Islamic banking services 
such as the housing credit institution. 
Takaful operations are regulated and supervised by BNM since 1988 
with the appointment of the BNM Governor as the Director-General of Takaful. 
There are presently two takaful operators, namely Syarikat Takaful Malaysia 
Berhad (STMB) and Takaful National Sdn. Berhad (TNSB) operating a total of 
113 takaful offices throughout the country. For the financial year ending on 
1999, total assets of the family takaful funds and the general takaful funds 
amounted to RM 607 million and RM 227 million respectively. 
The most prominent Islamic savings institution is the Pilgrims 
Management and Fund Board or popularly known as Tabung Haji discussed 
below in a separate chapter. 
Bank Rakyat is the leading co-operative credit institution in the country 
and has established itself as a co-operative bank operating based on Islamic 
principles. The principal activities of the bank are those of a co-operative bank, 
accepting deposits and providing personal, leasing and other financing facilities 
to Its members. The bank introduced Islamic banking in 1993 and has been 
actively promoting and providing Islamic banking products and services through 
its 76 branches nationwide. All new branches of Bank Rakyat now offer solely 
Islamic banking products and services while the existing branches are gradually 
being converted into Islamic banking branches. Bank Rakyat also pioneered 
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the provision of Islamic pawn-broking services, popularly known as al-rahn, 
which is a joint-venture programme with Yayasan Pembangunan Ekonomi 
Islam Malaysia (YPEIM). As at end-June 1999, the total assets of the Islamic 
banking operations of Bank Rakyat amounted to RM 6.2 billion or 88 per cent of 
its total assets. The National savings Bank (NSB) offers Islamic banking 
services on a small scale |ia the Islamic window. The total Islamic banking 
assets of NSB as at end-June 1999 amounted to RM 138 million or 2 per cent 
of its total assets.''^ 
The development finance institutions (DFIs) which offer Islamic banking 
services are Bank Industri (Bl), Bank Pembangunan dan Infrastruktur Malaysia 
(BPIM) and the Agriculture ^ank of Malaysia, all of which provide the facilities 
on a window basis. The BPlM provides Islamic banking facilities in the provision 
of medium-and long-term funds to promote industrial, investment and growth 
while the Agriculture Bank [developed a similar scheme to that of BPIM. In 
addition, Bl and BPIM are also the national recipients of the Islamic 
Development Bank (IDB) financing facilities in Malaysia, which extends credit 
lines to both banks for Islamic direct financing and trade financing facilities. As 
at end-June 1999, the combined Islamic financing extended by the three 
institutions amounted to RM ;164 million.'*^ 
I 
The Treasury Housing Loan Division (THLD) provides Islamic house 
financing facilities to civil sen/ants since May 1996, in line with its policy to 
provide all new house financing to civil servants on an Islamic basis. As at end-
June 1999, the total approved Islamic house financing extended to civil 
servants amounted to RM|2.8 billion or 17.3 per cent of total financing 
outstaning °^ 
Association of Islamic Banking Institutions Malaysia 
The Association of Islamic Banking Institutions Malaysia (AIBIM) was 
established in June 1995 with the objective to promote the establishment of 
sound Islamic banking system with best practices in co-operation and 
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consultation with BNM and other regulatory bodies. AIBIM comprise the Islamic 
banks, SPI banks as its ordinary member and non-banking financial 
intermediaries and related organizations involved in Islamic banking and 
finance as associate members.^^ 
National Syahah Advisory Council 
One of the requirements that Islamic banks under the Islamic Banking 
Act 1983 has to comply with was the establishment of a Shari'ah advisory body. 
For the SPI banks, they are required to appoint at least a Shari'ah consultant to 
assist the banks on any Shari'ah operational issues, as stipulated in the 
Guidelines on SPI. BNM has also allowed institutions in the same banking 
group (commercial banks, finance companies, merchant banks, and discount 
houses) to maintain only a single Shari'ah consultant(s) to minimize duplication 
of resources. Although the inclusion of Shari'ah scholars in Islamic banking 
operations had its advantages, BNM also noted that there exists more 
differences in opinion among Shari'ah consultants on similar issues, which may 
impede the creation of a sound and healthy Islamic banking system. To resolve 
this issue, BNM established the National Syariah Advisory Council for Islamic 
Banking and Takaful (NSAC) in May 1997 as the highest Shari'ah authority on 
Islamic banking and takaful. Among the primary objectives of the NSAC are to 
act as the sole authoritative body to advise BNM on Islamic banking, to co-
ordinate Shari'ah issues on Islamic banking and finance, and to analyze and 
evaluate Shari'ah aspects of new products / schemes submitted by the banking 
institutions. The NSAC has a maximum of 11 members and is appointed by the 
BNM Board of Directors to serve for a period of two years.^^ 
Statutory, Liquidity, and Capital Adequacy Requirements 
Being a regulatory rather than a development strategy, an Islamic 
banking institution is required to observe the following requirements: - ^ ^ 
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1. Statutory Reserve Requirement (SRR) 
Under Section 37(1 ){d) of the Central Banl< Act 1958, an Islamic bank is 
required to maintain a prescribed percentage of its reserves w/ith BNM, 
presently at 4 per cent of Its total eligible liabilities. Similar to the conventional 
banking institutions, such reserves do not earn income to the bank (the funds 
placed at BNM is interest-free). For the SPI, the total eligible liabilities of Islamic 
banking are consolidated with the total eligible liabilities of the bank as they 
w e^re not required to maintain a separate SRR for Islamic banking. 
2. Liquidity Reserve Requirement (LRR) 
Under section 16 of the IBA, an Islamic bank is required to preserve a 
minimum liquidity ratio (MLR) at all times to meet deposit withdrawals and other 
maturing liabilities. The MLR is expressed as a percentage of the eligible 
liabilities base of the Islamic bank. The eligible liabilities comprise all deposits, 
net investments from other financial institutions, namely commercial banks, 
finance companies and merchant banks and net Islamic forward purchase 
agreements (or Islamic repurchase agreements) while liquid assets include 
cash, balances with BNM (excluding statutory reserves), Cagamas Mudarabah 
Bonds^, Islamic accepted bills discounted or purchased, and Government 
investment issues (Gil). The Islamic bank adopts a two-tier structure 
comprising the primary and secondary liquidity ratios. Under the two-tier 
structure, an Islamic bank is required to observe: 
• A ratio of total liquid assets to total eligible liabilities, excluding 
investment account liabilities of 10 per cent; and 
• A ratio of total liquid assets to investment account liabilities of 5 per cent. 
In tandem with the issuance of the new liquidity framework by BNM in 
January 1998, Islamic banks will also adopt the new framework to harmonize 
and streamline its management of liquidity. Similar to SRR, the SPI operators 
are not required to maintain a separate LRR for Islamic banking. 
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3. Capital Adequacy Requirement 
An Islamic bank is also required to observe a minimum risk-weighted 
capital ratio of 8 per cent formulated along the line of the Basle Concordat.^^ 
Islamic Money Market 
Another major development in Islamic banking was the establishment of 
the Islamic money market on 3rd January 1994. An Islamic money market is 
integral to the smooth functioning of the Islamic banking system. It plays an 
important role, firstly, in providing Islamic financial institutions with facilities for 
adjusting portfolios over the short-term, and secondly, in serving as a channel 
for the transmission of monetary policy. Hence as the Islamic banking sector 
gains greater significance in mobilizing resources for financing economic 
activities, the need to develop an Islamic money market would naturally gain 
Importance. BNM did not have the benefit of an existing model Islamic money 
market in any part of the world to emulate and therefore had to pioneer its own 
ideas to realize this quest.^^ 
After careful consideration, BNM decided to implement the Islamic 
money market based on the concept of mudarabah or profit- sharing. Specific 
guidelines were issued preceding the establishment of the Islamic money 
market in December 1993 to ensure smooth implementation and running of the 
market. The Islamic money market comprises three aspects, i.e., trading of 
Islamic financial instruments, Mudarabah inter-bank investments (Mil) and the 
Islamic cheque clearing system (ICCS). The Islamic bank and SPI banks are 
allowed to trade in Islamic financial instruments such as Islamic acceptable 
bills, green bankers acceptances Islamic bonds and commercial paper as well 
as Cagamas Mudarabah bonds among themselves. The Mil refers to a 
mechanism whereby a surplus Islamic bank/SPI bank can invest in a deficit 
Islamic/SPI bank based on mudarabah. The tenor of Mil is from overnight to 12 
months while the minimum amount of investment is RM 50,000. The profit-
sharing ratio is negotiated among the transacted parties but the rate of return 
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shall be based on the gross profit before distribution for investment of 1 year of 
the 'investee (receiving)' bank. 
After monitoring the process of the Islamic money market during the 
period 1994-1995, it was realized that adequate incentives have not been put in 
place to promote efficiency, specifically in terms of rewarding the provider of 
funds. Although the provider of funds dictated the profit-sharing ratios, the onus 
was on the investee bank to declare the return on maturity. Such situation had 
led to exploitation by inefficient banks, thereby hampering the overall integrity of 
the market. As such, BNM introduced the minimum benchmark of the Mil in 
February 1995 using the prevailing rate of the Gil plus spread 0.5 percentage 
points. Accordingly, the players were required to observe the minimum 
benchmark as a reference rate. This has resulted in the banks entering the 
market when they are really short and in the position to use the funds efficiently. 
BNM also recognized the need for a separate cheque clearing system 
for Islamic banking in order to distinguish it from the conventional cheque 
clearing system. In January 1994, BNM devised a mechanism to segregate 
Islamic banking cheque from the conventional banking cheques from the 
moment the cheques were issued. This was made possible as the SPI 
commercial banks and the Islamic banks were required to maintain wadiah 
current account with BNM to facilitate the clearing arrangement, apart from the 
existing conventional bank's account. The banks were also required to 
empower BNM under the concept of wakalah to square their funding position 
between the surplus banks and the deficit banks during the automatic cheque 
clearing system at 12.00 midnight. Should the deficit persist, it would be funded 
by BNM on the same concept of mudarabah, subject to maximum of three 
times in a week, following which a penalty shall be imposed. 
The Islamic money market serves as an important tool to manage and 
regulate liquidity, particularly the mudarabah inter-bank investments (Mil). The 
Mil injects or absorbs liquidity to and from the market. In 1996, following new 
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measures were introduced by BNM to enhance further the Islamic money 
market. The daily volume invested or accepted in Mil by BNM ranged between 
RM 50 million to RM 100 million. For the first two and a half year until the 
middle of 1998, BNM had been investing in Islamic money market at an 
average amount of RM 250 million to RM 500 million daily. However, towards 
the end of 1998, BNM had reversed its role to become the net acceptor of fund 
from the market due to the large surplus funds in the Islamic money market.^^ 
In managing liquidity in the Islamic Money Market, BNM employs two 
financial tools, namely the mudarabah money market tender and the bai' al-
einah contract. In August 1999, BNM introduced the mudarabah money market 
tender (MMT) to further enhance the operations of the Mil. The MMT is 
conducted through the acceptance tender and the investment tender. The 
former would be used if BNM intends to absorb liquidity from the Islamic money 
market during times of excess liquidity, and the latter if there is a need to inject 
liquidity into the Islamic money market when the overall market is in a deficit. 
The bai' al-einah contract (BAEC) refers to issuance of Islamic papers by BNM 
to inject funds to banking institutions that faced difficulties in meeting their daily 
cash flow requirements, particularly those which could not meet the minimum 
benchmark rate in the Mil. The BAEC paper however, can only be traded 
between BNM and the participating banking institutions. The availability of 
these instruments has assisted BNM in mopping and injecting liquidity in the 
Islamic money market in an efficient manner as well as enabling BNM to use 
the appropriate instrument under different circumstances. 
All these measures have improved the performance of the Mil 
significantly. From a meager sum of RM 2.1 billion transacted in 1994, the 
Islamic money market surpassed the RM 100 billion mark by recording total 
transaction of RM 138 billion and RM 118 billion in 1997 and 1998 respectively. 
The cumulative volume for the first six months of 1999 amounted to RM 238 
billion.^^ 
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Product Incentives and Development 
To increase the attractiveness of Islamic banking, in April 1995, BNM 
allowed SPI comnnercial banks to offer ijarah (Islamic leasing) facilities under 
the SPI subject to minimum size per transaction of RM 200,000. In December 
1998, BNM liberalized the acceptance of Islamic repo from non-inter-bank 
customers to include all SPI operators, a privilege niche previously accorded 
only to principal dealers. In April 1999, BNM allowed the Islamic bank and the 
commercial banks participating in the SPI to offer return / hibah for all their 
current account customers, so long the return' does not exceed the return of 
one-month investment deposits. 
In terms of product development, BNM issued two guidelines for two 
Islamic banking products, namely the guidelines on Islamic Accepted Bills 
(March 1993) and Guidelines an Islamic Negotiable Instruments (December 
1998). The Islamic accepted bills (lAB) are the Islamic version of banker's 
acceptance and were designed to enhance and deepen further the trading 
activities in the Islamic money market. The Islamic negotiable instruments 
comprised two new Islamic deposit-taking products, namely the Negotiable 
Islamic Debt Certificate (NIDC) based on the concept of bai' bithaman ajil and 
Islamic Negotiable Instrument of Deposits (INID) based on the concept of 
mudarabah. The products were created to provide an additional avenue for the 
Islamic bank and banking institutions participating in SPI to mobilize domestic 
savings from the public, and at the same time, deepen the Islamic money 
market with marketable and liquid instruments. BNM also issued three 
guidelines to facilitate the provision of Islamic financing under the export credit 
refinancing (ECR), Special Scheme for Low and Medium Cost House (SLMH) 
and Fund for Small and Medium Industries (SMI).^^ 
Islamic Capital Market 
Malaysia has, been hailed as a model for developing a domestic capital 
market in South-East Asia. Stock market in Malaysia is substantial in temis of 
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its capitalization whicli is estimated around US$ 245 billion.^" The presence of 
such capital market is a necessary condition for the participation of private 
sector in infrastructural development and in over all development process. A 
domestic capital market reduces foreign exchange risk of international 
investors, if well regulated, and provides a way for the mobilization of untapped 
resources of retail investors. Furthermore, a closer and deeper involvement of 
domestic players in the financial matters makes the capital market more 
stable.^^ All these features also applied for the Islamic capital market. 
The Islamic capital market comprises the primary, in which new issues 
of Government Islamic securities and the Islamic corporate securities are 
offered to the public and institutions; and the secondary market, in which 
existing Islamic Government papers and Islamic corporate securities are 
traded .^ 2 
In the Govemment securities market, the current instruments available in 
the market are the Government Investment Issues (Gils) and the Malaysian 
Savings Bonds-Islamic principle. The Gils are issued under the Government 
Investment Act 1983, whereby under the Act, the Government is allowed to 
issue non-interest bearing government papers to the public based on Islamic 
principles. The Gils is based on the concept of qarci hasan (benevolent loan) 
whereby the purchase of Gil by the public is considered a loan to the 
Government for its development expenditure. Since the Gils are defined as 
liquid assets, the Islamic banks and SPI banks purchase the Gils to meet their 
liquidity requirements as well as to park their temporary idle funds. As at end-
June 1999, the total out-standing issues of Gils amounted to RM 2 billion. In 
November 1999, BNM issued the second series of the Malaysian Savings 
Bonds to retirees totaling RM 2 billion, of which RM 1 billion was issued based 
on the concept of bai' al-einah (buy-back arrangement). The purpose of the 
bonds was to provide reasonable returns on investments to retirees during this 
phase of economic recovery where the retums on deposits with the banking 
system were relatively low. Under the Islamic bonds, BNM sells its Identified 
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assets to the public through the designated Malaysian banks and repurchases 
the assets at a nnark-up, which give rise to a debt, evidenced by a registered 
certificate, which are non-tradable and non-negotiable. 
The two major components of the Islamic corporate securities market 
are Islamic debts securities market and the Islamic equity market. The Islamic 
debt securities (IDS) made its debut in 1990 when a multinational company 
issued a RM 125 million bai' bithaman a///facility for a distillation plant. Since 
then, IDS has become increasingly popular with various Islamic concepts such 
as musharakah and ijarah being applied. Islamic debt securities comprise the 
medium-term Islamic bonds and the short-term Islamic commercial papers 
(Islamic CPs). As at end-June 1999, the outstanding IDS amounted to RM17.1 
billion, comprising Islamic bonds (RM 14.3 billion) and Islamic CPs (RM 2.8 
billion). Khazanah bonds constituted 40.1 per cent of the total outstanding IDS 
amounting to RM 6.85 billion. The rapid growth of IDS is reflected by its 
outstanding market share of 20.4 per cent of total IDS outstanding as at end-
June 1999.^^ 
The first Sanadat (bonds) Mudarabah Cagamas (SMC) was issued in 
May 1993 totally RM 30 million. The amount represented Islamic house 
financing purchased from the SPI financial institutions. As at end-June 1999, 
the total outstanding Islamic mortgage financing purchased by Cagamas stood 
at RM 123 million, while SMC issued amounted to RM 184 million.^ 
The Islamic equity market is reflected by the presence of Islamic stock-
broking operations; Islamic indices; Islamic unit trusts, and a list of permissible 
counters in the KLSE issued by the Securities Commission (SC). At present, 
there is one Islamic stock-broking firm, three conventional stock-broking firm 
offering Islamic stock-broking services through Islamic windows, and four 
licensed fund managers. There are currently two Islamic indices: - the RHB 
Islamic Index introduced in 1994 followed by the KLSE Islamic index in April 
1999. The KLSE Islamic index tracks Shari'ah-compliant stocks in the KLSE, 
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constructed from the list of Shari'ah-approved counters issued by the SC based 
on the deliberation of the Syariah Advisory Council (SAC) of the SC. The SC 
now issues the list of permissible counters in KLSE three times a year since 
1997 and as at end-May 1999, 541 or 73 per cent of the total counters in the 
KLSE have been approved as permissible counters .^ ^ 
In classifying these securities as approved securities, the SAC of the SC 
has applied standard criteria, that is, focusing on the core activities of the 
companies listed on the KLSE and Malaysia Exchange of Securities Dealing & 
Automated Quotation (MESDAQ). Hence, companies whose activities were not 
contrary to Shari'ah principles were classified as approved securities whereas 
securities that were excluded from the list based on the following criteria: ^^  
• Operations based on liba (interest) such as activities of financial 
institutions like commercial and merchant banks and finance companies. 
• Operations involving gambling. 
• Activities involving the manufacture and / or sale of haram (forbidden) 
products such as liquor, pork and meat not slaughtered according to 
Islamic requirements; and 
• Operations containing the element of gharar (uncertainty) such as 
conventional insurance business. 
As for companies whose activities comprised both permissible and non-
permissible elements, the SAC applied several additional criteria: 
• The core activities of the company were not against the Shari'ah as 
outlined in the four criteria above. Furthermore, the haram element must 
be very small compared to the core activities 
• Public perception or the image of the company must be good; and 
\ 
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• The core activities of the company have importance or maslahah 
(benefit in general) to the Muslim ummah (nation) and the country, and 
the haram element is very small and involves matters such as umum 
balwa (common plight), urf (custom) and the right of the non-Muslim 
community, which are accepted by Islam. 
Approved securities include ordinary shares, warrants and transferable 
subscription rights. On the other hand, loans stocks and bonds are non-
approved securities unless their issuance is based on Islamic principle. In 
classifying these securities, the SAC received input and support from the SC, 
which has been gathered from various sources such as company's annual 
financial report, survey, and through inquiries. The SC, through the SAC, will 
continue to monitor the activities of all companies listed on the KLSE and 
MESDAQ from time to time to determine their status. As on 28 April 2000, the 
SAC of the SC has approved an updated list of securities to be 566 which 
included forty six companies which has been newly classified as approved 
securities and twenty five companies have been excluded from the previous 
list.®^ In addition, the SC also carries out research on areas, such as non-
cumulative preference shares and leasing instrument, and organizes various 
seminars in terms of education vis-a-vis the Islamic capital market to explore on 
the methodology employed in the analysis of listed companies and to expose 
the general public to the Islamic capital market.^^ 
Another component of Islamic equity market is the presence of Islamic 
unit trusts. The unit trusts are a group of specialized financial intermediaries in 
the capital market, which offer small investors the opportunity to pool their 
resources in a diversified portfolio of securities, which are managed and 
selected by professional portfolio managers. The inception of Islamic unit trust 
began in 1993 when Tabung Ittikal was introduced by Arab-Malaysian Unit 
Trust. The success of the fund paved the way for the introduction of more 
Islamic unit trusts as at end-June 1999, there were 13 Islamic unit trusts in the 
country with total approved fund size of RM 3.55 billion. Not withstanding that. 
126 
the net asset value of the Islamic unit trusts is still small, totaling RM 1.2 billion 
as at end-June 1999.^ ^ 
Labuan and The International Islamic Money Market 
The Federal Territory of Labuan was inaugurated as an International 
Offshore Financial Centre (lOFC) in October 1990, making another milestone 
in the development of the Malaysian financial system, as It was part of the 
Government's long-term plan to further enhance the attractiveness of Malaysia 
as a financial centre. Labuan has been developed, as an lOFC to cater mainly 
for investment requirements in Asia. There are many offshore centers in the 
world today, but most of them are located in Europe and the Caribbean. The 
Labuan lOFC, on the other hand, is an integrated offshore centre which 
provides a wide range of offshore products available to customers worldwide 
(particularly those in Asia) including banking, insurance and insurance-related 
activities, trust business, fund management, investment holding, company 
management services and capital market activities, and Islamic financing. The 
scope of offshore services and activities in Labuan has increased steadily over 
the years and is set to gain momentum for further growth in the future. In line 
with the progress recorded in the area of conventional offshore financing, the 
Labuan lOFC is now broadening its activity to also develop offshore Islamic 
financing.''" 
More than 2,100 offshore and supporting companies including banking 
and financial companies have been established as at the end of August 1999. 
While the total number is still relatively small, it is important to note that the 
number of offshore companies has been increasing very rapidly in recent years. 
This was due to many factors such as the increasing awareness of the Labuan 
lOFC among investors worldwide, political stability of the country, easy access 
by air and lower tax regime and operating costs compared with other financial 
centers in the world. These features have been indicated by the ability of 
Labuan to attract 63 offshore banks in 8 years which is commendable 
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compared with other offshore centres that have been around much longer. Out 
of 10 largest banks in the world, 8 are present in Labuan, and out of top 20 
banks, 17 are in Labuan/^ 
The Labuan lOFC is, thus, moving ahead in the road to become a 
premier offshore financial center in the world. It will, however, continue and 
endeavour to promote more activities and services to become a truly integrated 
service provider center. Hence, new activities and innovative products are 
continuously being developed in Labuan, which will benefit investors and other 
offshore players, as well as provide them with avenues to take advantage of the 
wide spread investment opportunities in the region and use Labuan for such 
purposes. For instance, in particular, the purposed establishments of the 
Labuan International Financial Exchange (LIFE) and the International Islamic 
Money Market (IIMM) are expected to deepen the offshore capital market. 
LIFE, which was expected to commence operation in 2000, would provide 
facilities for listing and trading facilities for equity and debt instruments, 
including Islamic financial products. IIMM on the other hand is an alternative 
money market to the conventional money market. It is being developed to fulfill 
the needs of the global market participants, especially those involved in Islamic 
financing. Its establishment is expected to be a catalyst and give a thrust for the 
development of Islamic money markets worldwide and provide a platform for 
the flow of funds between Islamic financial markets. Both these markets would 
certainly be attractive to investors and financiers as more financing options 
would be available.^^ 
The Islamic International Money Market can be an impetus to generate 
greater activities, and more confidence, in the Islamic financial and banking 
systems. But for a great prospect of the IIMM in Labuan, not only the Labuan 
Offshore Financial Services Authority (LOFSA) will have to play a leading role, 
it has to seek support and collaboration form the IDB to help establishing an 
Islamic International Money Market on the island. This in turn implies that for a 
successful development of IIMM, the member countries of IDB will have to 
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equally take part in the market. Thus "Islamic banking in Malaysia needs to 
move faster and grow bigger to withstand the challenges of globalization and 
liberalization. The Islamic International Money Market will certainly provide this 
push for Malaysia, but for it to create waves internationally, the member 
countries of IDB will need to be equally committed".^^ 
Factors Responsible For Rapid Development Of Islamic Banking In 
Malaysia 
Islamic banking and financial system in Malaysia has flourished and 
developed at a rapid pace due to many critical factors. The first and foremost 
must be the result of a genuine need of Muslims for banking and financial 
system free of riba which has been felt long before the establishment of riba-
based banking and financial institution. It is not altogether correct to affirm, as 
did Philip Moore in his book "Islamic Finance"/"* that such need had been felt 
ever since Muslim has established relations with modern interest-based 
banking system. Nor the Islamic system has rapidly developed due to the 
availability of well-developed and established interest-based system. As a 
matter of fact, Muslims have long before established financial relation with each 
other s free of riba stipulated by the holy Qur'an and the tradition of the last 
Prophet of Islam, but such relations did not become fully specialized and 
institutionalized. Similarly, like conventional banking development, the 
development of Islamic banking and financial system has resulted from 
expansion of trade and economic activities as well as wealth that has been 
accumulated by Muslim and that such wealth has to be reinvested with the 
existence of zakat system in Islam. 
The development of Islamic banking in Malaysia was also supported by 
professionals and Islamic scholars, which facilitated such development through 
their proper management and judgment to gain remunerative return and 
confidence from depositors and investors for Islamic financial venture. They 
also help to developing and innovating new concept, product, instrument and 
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so on along the line of Shari'ah to suit the needs of Muslim customers and 
investors. The support of shareholders is also part of the success, for without 
their contributions in the initial stage and follow-up expansion of capital base to 
cater future growth and expansion, Islamic banking business could not make 
much effort to run such a highly capitalized venture. 
The last but not the least, the critical factor that showers biggest effort to 
the successful development of Islamic financial system in Malaysia is that of the 
commitment of the government. This support Is reflected through the creation of 
legal framework and strategies for such development and various efforts to 
strengthen and consolidate Islamic banking system to operate smoothly side-
by-side with the developed conventional system. 
Philip Moore admits "Islamic baking in Malaysia has flourished as a 
result of a genuine ideological belief that as a country in which they are in the 
majority, practicing Muslim have a moral right to access a banking system free 
of riba"^^ Again he misunderstood. The simple ideological fact is that for 
practicing Muslims whatsoever they are in majority or in minority in any country, 
they have a moral right to access to a banking system free of riba. Further, he 
views "the development of the Islamic banking industry in Malaysia is part and 
parcel of an overall commitment at a government level to lessen the 
inappropriate influence in the business sector of the local Chinese 
population".''^ This is obviously not reasonable and against the historical facts 
and objective of the establishment of Islamic bank in Malaysia. Even though, 
Islamic banking made its inroads in Malaysia with the setting up of Bank Islam 
Malaysia Berhad (BIMB) in 1983, the need for Islamic financial institutions in 
Malaysia was discussed as early as before World. War II. The problem faced 
was'basically religion not because of ethnical conflict. '^^  it follows that Muslims 
especially in the rural area, who were concerned with the illegitimacy of bank 
interest were saving huge sums for the pilgrimage by traditional or primitive 
methods which after resulted in dire economic consequence before and after 
the hajj. Ultimately efforts in the voluntary sector led to the establishment of 
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Pilgrims Management and Fund Board or Tabung Haji and which played a 
significant role in paving the way for other Islamic financial institution in 
Malaysia. The development of Islamic financial sector in Malaysia is, thus, not 
initiated by the commitment of the government but rather by the genuine need 
of people for such system. In fact Muslims in Malaysia had to wait for more than 
twenty years for the government to make any serious efforts towards 
implementing the idea of islamic banking in the country. This was partly due to 
the fact that the idea of islamic banking was not readily acceptable to 
conventional banks and the Central Bank. It was only after 1980 in the face of 
continuous popular pressure form local Muslims as well as from certain political 
parties who had been more assertive in their demand for the creation of an 
Islamic state, ^^ and in the wake of a world-wide Islamic resurgence, that the 
government responded positively by establishing the National Steering 
Committee of Islamic Bank that led to the promulgation of the Islamic Banking 
Act 1983, which paved the way for Islamic banking development in Malaysia.'^ ^ 
Furthermore, not only the Malay Muslims that gain advantage from the 
establishment of Islamic banking in Malaysia, but also the Chinese, who realize 
that the benefit from such system is commendable when they compare fixed 
interest in conventional system with the variable return from Islamic banking 
system and certainly with their transactions with Islamic bank, they can remain 
in business with the Malays. 
The full support of the government for the development of Islamic 
banking industry in Malaysia is also in accordance to government's plan to 
attract and absorb international Islamic capital that would become the key issue 
to make the Federal Territory of Labuan a real alternative of an Intentional 
Offshore Financial Center of the world.°° 
Issues & Challenges 
The development of Islamic banking system to operate side-by-side with 
the conventional system has become the main feature of Malaysian experiment 
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of Islamic financial systenn. With a strong support from the government, 
shareholders, customers. Islamic scholars and professionals reflecting towards 
proper management and development, Islamic banking institutions do not face 
problems in conducting their businesses. They have also been through the 
economic crisis and now drawing next plan for future growth and competition. 
The existence of large number of players in the industry imposed certain 
challenge rather than problem to the oldest established^lslamic bank, BIMB. 
Consolidation in the banking industry via merger programme, which is a part of 
the process to develop a core of strong and high-capitalized domestic banks, 
and the emergence of a second islamic bank brought about new challenges to 
the bank. Larger and better-capitalized entities will emerge from the exercise, 
thus in a better position to reach wider customer base and offer better services. 
For the BIMB, the Bank views the scenario as a challenge, if it wants to position 
itself as a core player in the business. As such, the Bank has to consider 
possible means to equip itself for competition.^^ 
On the industry level, the merge exercise and the establishment of the 
second Islamic bank was part of the government strategy to promote greater 
competition and innovation among the players in the Islamic banking system. 
The Government decided that greater competition is necessary and essential to 
provide the drive towards greater innovation, productivity, and improvement in 
the quality and efficiency of services.^^ 
For an enlarged structure of the SPI from merger exercise, the need to 
develop a structured pricing mechanism for Islamic banking will be necessary in 
order to develop a comprehensive islamic banking system. The absence of a 
proper framework to guide Islamic banking players in pricing their products 
have led to the banks resorting to the conventional base lending rate as a 
barometer to price their products. There is, therefore, a need to move away 
from over-reliance on conventional indicators and to use pricing mechanisms 
that are based on Islamic principles. Towards this end, BNM is in the process of 
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developing a reference rate for the Islamic banking industry to be the primary or 
based pricing mechanism.^^ 
Market penetration remained a continuing concern for Islamic banking. 
Although the target of 5 per cent in terms of deposits and financing could be 
achieved for each banking institution by the end of 2000, the main thrust is to 
garner a respectable share in the banking system. Therefore, the challenge 
over the next 5 to 10 years would be to position Islamic banking as a significant 
player in the banking system and such significance could only be attained if the 
market penetration is more than 30 per cent of the banking system. The 
attainment of this target would make the existence of Islamic banking more 
meaningful.^ 
All the measures introduced so far by BNM will go a long way in 
preparing Islamic banking for the challenge in the new millennium. 
Undoubtedly, the new millennium will be an exciting period with new 
opportunities, new markets, and new environment for islamic banking to 
develop and expend. Islamic banking, thus, will need to continually adjust to the 
new environment and integrate its operations into a sophisticated system to 
meet the challenges of the changing environment. More importantly a robust 
and strong Islamic banking system can also contribute more meaningfully to the 
future economic growth of the nation.°^ 
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CHAPTER IV 
DEVELOPMENT OF ISLAMIC BANKING AND FINANCE IN 
INDONESIA AND BRUNEI. 
INDONESIA 
Indonesia, with an estimated population of about 200 million people out 
of which about 90 per cent are Muslims, is the largest Muslim country in the 
world and, of course, the biggest country in South-East Asia. The Indonesian 
population, however, is not entirely homogeneous. There are over 300 ethnic 
groups and more than 250 district languages in Indonesia today. With the total 
land area of 1, 904, 569 square kilometers spread over 13,677 islands 
throughout the Indonesian archipelago in which the five main islands are 
Sumatra, Java, Sulawesi, Kalimantan (which makes up two-thirds of the Island 
of Borneo), and Irian Jaya (which consists half of the island of New Guinea), the 
heterogeneity that characterizes Indonesia is understandable. Java is the most 
populous island with more than half of Indonesia's total population."" 
In spite of the size of its Muslim population, Indonesia has long prided 
itself in being a secular state espousing the ideas of Pancasila which symbolize 
its national ideology,^ and committed itself to the peaceful co-existence of all 
different religious denominations. The application of Islamic Law is accepted 
only to the extent that it is allowed by adat (customs).^ Religious courts have a 
limited jurisdiction. Although Muslim family law is officially used for Muslims, in 
terms of implementation, some of the procedures appear secular in character. 
A religious council was established in 1962 and reorganized in 1975 to assume 
responsibility for issuing fatwa (decrees) on matters of religion to the 
government and the people.'* 
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Informal Arrangements Of Islamic Credit Societies In Indonesia 
It is not easy to establish an Islamic bank in societies where there is a 
lack of social commitment to the ideals of Islamic banking or where there is no 
government support for it. For, the establishment of an Islamic bank would call 
for not only substantial capital and special skills but also government support. In 
societies where Muslims constitute a majority with political muscle but lack of 
strong commitment to Islamic ideology, it would be extremely difficult for Islamic 
banking to take root. Under such circumstances, pious Muslims have tended to 
resort to informal arrangement, which would allow interest-free financial 
transactions within the Islamic framework. 
In the case of Indonesia, which subscribes itself to the Pancasila 
ideology, there has been a tendency to draw a hard and fast line between 
religion and politics and consequently Islam appears to have been reduced to 
the religion of rituals. Moreover, the intellectual tradition in Indonesia in modern 
time can be said to have not been conducive to the idea of interest-free 
banking. There are several well-respected Indonesian intellectuals such as 
Hatta,^ who has argued that riba that is prohibited in Islam is not the same as 
the interest charged or offered by modern commercial banks. According to him, 
the term riba refers to usurious rate charged on loans for consumption purpose, 
while interest in commercial banking transaction is not exploitative in the sense 
that it facilitates the production process in the economy. In other words, he 
associates riba with high rates of interest and consumption credit and hence 
haram (prohibited) and regards upon moderate interest on productive loan is 
not only halal (pemnissible) but also necessary to promote economic growth 
and equitable income distribution by putting informal moneylenders out of 
business. The establishment and operation of banking institutions in Indonesia 
are more or less based on Hatta's theory of legitimization of interest.^ However, 
there are many scholars who have alternative ideas against the institution of 
interest. Thus, scholars such as H. M. Bustami and K. H. Mas Masur, who hold 
the idea that interest in whatever from is haramJ 
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Many traditional lending-borrowing organizations involve an interest 
element in one form or another. One may rightly conclude that Indonesian 
society condones interest so long as the rates are considered moderate or low. 
Thus, the Koperasi Simpan Pinjam (Saving-Lending Co-operative) has been 
criticized for charging exorbitantly high interest rates, while saving-lending 
transaction under the Usaha Bersama (common enterprise, production, and 
marketing) system, which allows a member of the group to borrow in proportion 
to his savings, at relatively low rate of interest, is considered good. Many of 
such institutions that charged low interest rate are Badan Koordinnasi Koperasi 
Kredit (BKKK) (Credit Union of Indonesia) which has mobilized 1,234 saving-
lending groups, providing Rp 5.3 billion as loans in 1984. Although interest is 
charged on loan at the rate of 3.5 per cent per month, the interest income is 
added to the loan fund to be used by members. Another experiment which has 
some semblance of Islamic banking is the credit programme called the 'qirodh' 
system which has been in existence since 1982 under the auspices of the 
LP3ES (Lembaga Penelitian, Pendidikan dan Penerangan Ekonomi Social or 
the Institute of Economic and Social Research, Education and Information). 
The programme is targeted at small-scale entrepreneurs, rural woman, and 
cottage industry operators. Although the programme entails saving-lending 
activities at interest rate of about 3 per cent per month, the main thrust of the 
scheme is that 'qirodh' model which, in essence, amounts to profit-sharing, with 
60 per cent of the profit accruing to the clients, 20 per cent being retained as 
group savings and the remaining 20 per cent earmarked to meet the cost of 
administering the programme. It is of interest to note that, as at 1986, the 
programme had a Rp 200-million credit turnover. A similar programme is also 
being carried out by TEHNOSA, a co-operative group under the umbrella of the 
Salman Mosque Foundation of the Bandung Institute of Technology.® 
Only one form of the traditional interest-free financial institution which 
provides borrowing not only among customers but also among producers is the 
arisan system (rotating system), which involves rotation credit among members 
of the pool. In this system, each member contributes regularly a certain sum 
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and obtains funds from the pool by drawing lots. This practice is prevalent 
among craftsmen, small entrepreneurs and petty traders.^ 
Development Of Islamic Banking In Indonesia 
Although the ideology of Pancasila becomes entrenched in Indonesian 
nationality, Indonesian Muslims are, however, with the existence of traditional 
Islamic educational systems such as madrasah and pondok^° as well as the 
system of fatwa (decrees), which are of a pure religious nature, observants in 
tern^of religious, social and economic affairs. Since the early 1990s there have 
been signs of resurgence in the importance of Islam. There is a substantial 
retail demand for the Islamic financial services. At the national economy in the 
financial sector, the growing importance of Islam in economic sphere was most 
visible, when the Minister of finance of Indonesia requested the Jeddah-based 
Islamic Research and Training Institute of the Islamic Development Bank to 
help organize in Jakarta in September 1990 a seminar on Islamic Banking. 
Since the Government of Indonesia at that time was in the process of giving 
approval to the establishment of Islamic bank in the country, the seminar was 
meant to educate the officials of the banking and financial institution and 
financial and economic departments of the country as well as the bankers in the 
private sectors with respect to nature and practice of the concept of Islamic 
banking.""^ 
The first Shari'ah bank to have been established in Indonesia, PT Bank 
Muamalat Indonesia, Tbk, commonly known as Bank Muamalat, Indonesia 
(BMI), was established in November 1991, and commenced operation on 1st 
May 1992. The establishment of the Bank was initiated by the Indonesian 
Council of Ulama (MUl), supported by a group of entrepreneurs and Muslim 
intellectuals whose name listed in the 227 shareholders of the Bank. The 
tremendous response from the public has been demonstrated by the stocks 
buying reaching an amount of Rp 84 billion instant commitments on the date of 
signing the Act of Establishment, 1st November 1991. Furthermore, at the 
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Bogor Presidential Palace, an additional commitment of Rp 106,126, 382 from 
West Java community in the public offering of Bank Muamalat had been raised 
as the initial capital. On 27th October 1994, only after two years of its operation, 
BMI has succeeded to become a Foreign Exchange Bank. As after eight years 
of its operation, BMI has established its position as the first Shari'ah Bank and 
made a landmark in the banking history in Indonesia."*^  
Operations of BMI 
Operation of BMI can be studied under the followings:^ ^ 
1. Banking operation: Customers' Deposits / Sources of Fund 
The Bank accepts deposits from its customers through the foliowins 
funding products. 
a) Wadi'ah Demand Deposits or Wadi'ah Current Account 
Wadi'ah Demand Deposits or Wadi'ah Current Accounts represents 
third party funds (or customers' deposits) consignment in the form of saving 
current account which can be either in local or foreign currencies and which can 
be drawn any time by using cheques and transfer account. The Bank will give 
the customers bonus from the bank's business revenue based on Bank policy. 
Annual bonus for rupiah wadi'ah demand deposits, as in the end of 1999, 
ranged from 0 per cent to 4 per cent, whereas annual bonus for foreign 
currency wadi'ah demand deposits ranged from 0 percent to 2.5 per cent. 
b) Mudaraba Savings Deposits. 
Mudaraba savings deposits represent third party funds on which the 
customers receive pre-determined profit-sharing return, on the principles of 
mudarabah, from income derived by the Bank from the use of such funds. As in 
the end of 1999, annual profit-sharing rate of mudaraba savings deposits 
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ranged from 2.79 percent to 6.42 percent. Mudaraba savings deposits 
constitute of the following products. 
(i) Mudaraba Savings Accounts. 
(ii) Ummat Savings Accounts. 
It is a saving-investment, which can be withdrawn any time at any outlet 
or at Muamalat ATM. Customers will enjoy the revenue sharing derived from 
the Bank's business revenue. The ummat saving customers can also receive 
the benefit of life insurance and opportunity to win the umrah prize. 
(iii) Trendi Savings Account. 
It is a special savings account for teenagers and students. Besides the 
accident insurance coverage, it offers special prizes for high ranked students 
and one year scholarship for 50 students. 
(iv) Ukhuwah Savings Account. 
It is a saving accounted conducted in co-operation with 'Dompet Dhuafa 
Republic', for the convenience in making regular and automatic payment of 
zakat, infaq, sadaqah in three choice of package: Rp 25,000, Rp 50,000, and 
Rp 100,000. This saving can also serve as an ATM, shopping at the discounted 
shop, and accident insurance coverage. There is no additional charge on card 
issuance and services fee. 
(v) Haji Savings Account, 
(vi) Arafah Savings Account. 
These two savings accounts are specially designed for the hajj 
pilgrimage plan. The saving scheme will help customers in planning their hajj in 
accordance with their financial capability and its intended hajj date. With the 
protection of life insurance coverage, customers can perform their hajj 
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peacefully. By joining arafah savings they will have the chance to wn the 
umrah prize available for three winners every year, or by collecting 100 points, 
simply by recommending new customers to join this saving scheme. 
(vii) Umrah Mudaraba Savings Account, and 
(viii) Qurban Mudaraba Savings Account. 
These two saving investment accounts are designed for the customers 
to be able to observe umrah and qurbar) (animal sacrification in Islam) when 
the amounts of saving and rerenue from the use of such saving reached the 
expenditures needed for umrah and qurban. 
c) Mudamba Time Deposits. 
It represents third party funds for specific periods, which cannot be 
withdrawn. The customers receive predetermined income derived by the Bank 
from the use of such funds. Deposits can be either in local or foreign 
currencies. As in 1999, annual profit-sharing rate for rupiah mudarabah time 
deposits ranged from 3.7 per cent to 14.04 per cent, whereas annual rate of 
profit sharing for foreign currency mudarabah time deposit ranged from 2.91 
per cent to 6.51 per cent. BMI also introduced another type of a time deposit, 
Fulinvest Deposit, for individual investment with attractive revenue sharing 
package. Available in 1, 3, 6 or 12 month's period of deposit with the chance to 
win the umr^h prize through drawings with a multifold of Rp 1, 000, 000. Life 
insurance coverage will be provided for customers with 6 or 12 months deposit 
period. 
d) Pension funds 
Recently, BMI has introduced new type of funding product called 
Muamalat Financial Institution Pension Fund. The membership of Muamalat 
Pension Fund can be participated by anyone with the minimum age of 18 years 
or with the status of married^ and the maximum age is 50 years old. The 
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installment is very reasonable, which is Rp 20, 000 per month and the payment 
can be automatically deducted from the Bank Muamalat account or can be 
transferred from other banks. The Muamalat Pension Fund is going to launch a 
new product called Wasiat Ummat, where the participant is covered by life 
insurance with the same amount as the be^innin^ pension benefit projected if 
the participant death occurs before the pension period matured. 
2. Banking Operation: Financing Products. 
The Bank, for providing financing for customers' project or acquisition of 
asset, employs various modes of Shari'ah-based financing. However, for the 
BMl, in addition to financing modes based on murabahah (cost-plus), istisna' 
(manufacturing contract), salam (fonward sale), mudarabah (profit-sharing), 
musharakah (partnership), ijarah muntahia bittamlik or ijarah wa iqtina' (hire-
purchase) and qard hasan (benevolent loan), the Bank also employs the 
-following modes. '^* 
(a) Mudaraba Muqayyadah I Reksadana (Restricted Financing / Mutual 
Fund). This is an agreement made between two parties: the bank, which 
provides the capital {sahib al-mal) and the customer (mudarib) who manages 
the specified project (productive and halal). The capital cannot be used for 
other than the agreed project. The profit arising is distributed according to 
agreed ratio. 
(b) Al-Rahn (Islamic pawning or mortgage). The agreement to deliver 
the customer assets for a collateral to the bank. When the asset is gold, it will 
be physically saved by the bank, but for vehicles and houses (properly) the 
customers has only to give ownership certificate. 
(c) Wakalah (Agency). An agreement made between an institution or a 
person and a party on carrying the responsibilities and privileges to conduct a 
transaction. All the responsibilities and rights carried out by the appointed party 
153 
have to represent the institution or a.person. The appointed.party may .get profit 
or fee out of the agreed transaction, and 
(d) Hawalah. An agreement to overtaking the customer rights and 
responsibilities of the banl< from other customer (third party). The first party will 
ask the bank to fulfill the liabilities occurred either from the sale contract or from 
other transaction from the third party. When the liabilities are matured, the third 
party will pay back to the bank. The bank will get profit from the overtaking fee. 
3. Banking operation: Other Services 
The Bank also provides other banking services under various facilities, 
which are as follows:-''^  
(i) Automatic Teller Machine (ATM). A 24-hour on line services which 
provide convenience for the customers in cash withdrawal, transfer 
account, balance checking, zakat and telephone bill payments. 
(ii) Phone Banking. A 24-hour information service through telephone in 
obtaining products information, balance account and so on. 
(iii) Payment Point. A service provided by the bank for the customer 
and non-customers in paying the telephone bill and zakat. This 
payment point service is available at any ATM or outlet of BMI. 
(iv) Saudi Arabian Rial Moneychanger at the Hajj Embarkation. A service 
outlet for the hajj pilgrims to buy Indonesian rupiah at the time of 
arrival. 
(v) Zakat, Infaq and Sadaqati (ZIS) Payment. A service for the 
convenience of Muslim community in making a payment of zakat, 
infaq, Sadaqah either to the Muamalat ZIS institution or other ZIS 
institutions working in co-operation with BMI. 
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(vi) Payroll. A service provided for the convenience of company or 
institution distributing the employee salary. Then the employees of 
various companies or institutions can make the withdrawal of their 
salary from BMI. 
(vii) Letter of Credit (L / C). A service provided for the export-import 
entrepreneurs in carrying out their transaction by using a Letter of 
Credit (L / C). The L/C service provided by Bank Muamalat is under 
the Islamic principles. 
(viii) Other services. Bank Muamalat also offers other general banking 
services, against fee, to the public such as transfer, collection, 
standing order, bank draft, bank references, tax payment, etc. 
Performance of BMI 
The overall performance of BMI may be characterized as a steady 
growth. Table 1 shows financial highlights of the BMI during the period between 
1995 and 1999. 
By December 1999, the amount of BIM's total assets was Rp 693.32 
billion, increasing by 55.12 % from the total assets in 1998 whicli was Rp 
446.94 billion. The growth was mainly caused by the increase of current 
accounts with Bank Indonesia, the Central Bank of Indonesia, drastically from 
Rp 47.60 billion to Rp 222.26 billion. Such current accounts in 1998 had a 
portion of 9.93 per cent, while in 1999 the account managed to reach 32.06 per 
cent of the total assets.""^ 
The financing account, in 1999, still dominated the total assets of BMI 
with the portion of 53 per cent. Yet this amount was still much smaller than it 
was in 1998 that managed to reach a portion of 71 per cent It was no 
surprising because of the decrease of growth reaching 24.3 per cent from the 
former year (1998). Having not expanded, the financing amount decreased 
from Rp 462.09 billion in 1998 to Rp 432.06 billion in 1999. 
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Table 1: Financial Highlights 
Description 
Total Assets 
Total Customer 
Financing 
Total Deposits or 
Third Party Funds 
Total Equity 
Total Paid-up Capital 
Total Revenues 
Operating Profit 
Net Income Before 
Tax 
Net Income After Tax 
Financial Years (Rp Billions) 
1995 
394.47 
288.64 
232.27 
107.37 
101.11 
51.23 
7.57 
7.02 
4.92 
1996 
515.50 
312.16 
386.68 
105.94 
101.11 
74.14 
4.30 
3.21 
2.26 
1997 
586.70 
459.21 
463.27 
109.00 
101.23 
85.87 
7.75 
7.52 
5.27 
1998 
446.94 
462.09 
391.92 
39.34 
138.41 
143.50 
105.00 
106.98 
75.51 
1999 
693.32 
432.06 
528.08 
101.38 
165.59 
80.82 
32.92 
4.05 
2.71 
Souive: BMI Annual Report 1999. 
(a) Assets Growth 
Besides caused by increasing current account, the asset enhancement 
was also contributed by placement with other banks from Rp 2.60 billion in 
1998, the amount increased to Rp 2.98 billion in 1999. On the other hand 
investment in shares stock slightly decreased, from Rp 2.36 billion in 1998 to 
Rp 2.33 billion in 1999. 
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(b) Liabilities and Equity 
The equity of BMI in 1999 was Rp 101.38 billion, increasing from the 
former year, which was Rp 39.34 billion. Yet the amount is not equal to the year 
1997 amounting Rp 109 billion. On the other hand, the amount of total liabilities 
in 1999 was Rp 591.94 billion, increasing by Rp 184.34 billion or 45.23 per cent 
of the total liabilities of the former year reaching Rp 407.60 billion. 
The third party fund, which was successfully accumulated along 1999 
period was Rp 528.08 billion, reflecting an increase of Rp 136.16 billion or 
34.78 % of the former year reaching Rp 391.92 billion. This amount exceeds 
the amount in 1997, when crisis arose, which was Rp 463. 27 billion. This was 
caused by the increase of current account, savings deposit, and time deposits. 
Demand deposits increased by 17,77 per cent from Rp 68.01 billion in 1998 to 
Rp 80.09 billion in 1999. Mudaraba savings deposits increased by 44.48 
percent from Rp 102.84 billion to Rp 148.58 billion, and mudaraba time 
deposits by 3.77 per cent from Rp 221.08 billion to Rp 229.42 billion over the 
same periods. The return of the third party fund to the Bank indicates the 
recovery of public trust and business partner to the performance of BMI after 
contracting in 1998 and when the conventional interest rate drastically 
increased. 
(c) Operational Performance 
Total income of the BMI in 1999 amounted to Rp 80.82 billion consisting 
margin income of profit-sharing of Rp 32.50 billion, other operating income Rp 
11.35 billion and non-operating income Rp 36.97 billion. In comparison to the 
amount of Rp 143.50 billion in 1998, total income in 1999 decreased by Rp 
62.68 billion or 43.68 per cent. This contraction was mainly due to the 
drastically decrease of profit from Rp 67.16 billion in 1998 to Rp 32.50 billion in 
1999, besides the decrease of other operating income amounting to Rp 65.00 
billion. In addition, during the period of 1999, BMI had to assume liability for 
other operating expenses amounting to Rp 53.40 billion. As a whole the 
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decrease was amounting to 70.96 per cent from the previous year (1998). 
However it was quite relieving that the decrease of this operational expense 
was much more than decrease of income. With this condition the BMI 
successfully secured income before zakat and taxation amounting to Rp 4.05 
billion.''^ 
Infrastructures and Strategies of Development 
Ever since its inception, BMI has been continuously striving to improve 
its services to fulfill the Muslim community expectation as a viable alternative 
banking system. Up-to-date, BMI has carried out numerous activities, especially 
in improving the productive asset quality, boosting the financing volume, 
internal consolidation, strengthening quality and competence of its human 
resources, increasing capital and enlarging network to make it the first and best 
Shari'ah Bank. BMI has committed itself to the development of various banking 
infrastructure and strategies that can be studies under the following points: ^ ° 
(a) Group Investment Banking (IB) and Treasury Fonnation. As a new 
unit, IB is directed to promote 'Universal Value' of BMI. At the early 
stage, this unit focuses on the activity on the preparation of work 
infrastructure. Along 1999 this unit managed to gain the profit of Rp 9 
billion of the total inter-bank transaction, which was dominated by the 
transaction of foreign exchange. 
(b) Service Network. At present BMI has 9 branches offices, 2 sub-
branches and 26 cash offices. Being able to lead in the competition 
era of Shari'ah banking in 2000, BMI will open 10 more new branch 
offices. Thus BMI will be available in 23 provinces of Indonesia. 
Besides, based on the evaluation in 1998, BMI also relocated some 
cash offices and enhanced the status of some cash offices to be sub-
branch offices. 
(c) Information Technology (IT). With a view to improve its services, BMI 
has further enhanced its banking system and network. In 1999 eleven 
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Automatic Teller Machine (ATM) units have been operated. In line with 
this, BMI has succeeded in implementing wireless communication 
technology for the ATM operation in remote areas. A plan has also 
been set to join the 'ATM Bersama' (co-operated or mutual ATM 
services facilities with other banks). 
It is also programmed to provide debit card system supported by PoS 
(Point of Sale) System amounting to 55 units. This system is going to be placed 
in outlets such as BMT, BPRS, or merchant BMI partner. For center of 
information service, BMI is going to provide 16 MBC (Muamalat Business 
Center). The development is primarily focussed in the areas, which have no 
BMI branches, cooperation with takaful insurance, Muhammadiyah, NU, 
Kadinda, or other organization. 
BMI is the only private bank that accepts the deposit of hajj pilgrimage 
cost and the registration of hajj pilgrims with online services. For this necessity, 
the computer in head office of BMI is connected 'on-line' to integrated Hajj 
Computerization System (SISKOHAT) AT Religion Department. This service 
will be enhanced that all branch offices of BMI are able to access. 
(d) Internal Audit Division. The strategic function of internal Audit Division 
in helping to secure the properties of bank and public funds have been 
executed in a well planned, effective and efficient programme. This is 
followed by the implementation of the supervisory function to improve 
and keep the level of compliance in carrying out the management 
policy. The task of assisting the Board of Directors and Board of 
Commissioners has been conducted by formulating the work plan, 
execution as well as monitoring of the audit results. 
Based on the requirements of Execution Standard of Internal Bank Audit 
Function (SPFA)B), quoted in the regulation of the Bank of Indonesia No. 
P6/PBI/1999 dated September 20, 1999, the Internal Audit Division has to 
prepare the Annual Work Plan and Budget. 
159 
Every six months the Supervisory Section submits realization reports of 
the Annual Work Plan and Budget as an evaluation reference and responsibility 
within six months period as well as strategy for the formulation of the next 
semester plan. 
(e) Human Resources Development. The success of BMI is vehemently 
dependent upon the quality of its human resource. During 1999, 
various programmes and continuous education and training activities 
had been carried out for the human resources development. Nearly 10 
percent of the employee's cost has been allocated for the purpose. 
Moreover, top management regeneration of internal origin has been 
successfully implemented. Preparing for the next cadres, BMI had 
conducted the Muamalat Officer Orientation Programme and Branch 
Manager Training Programme. Another successful plan is the 
establishment of the Workers Union of Bank Muamalat (SP-BMI) on 
February 12, 1999. 
Recently there are 600 employees of the Bank Muamalat, composing 49 
per cent aged under 30 years^ 45 per cent between 35 and 40 years, and the 
rest belongs to the age of 41 years and above. Most of them are university 
graduates. 
(f) Supporting Small Business Enterprises. 
The fact speaks out for itself that decades of the conglomeration 
development have been failed in creating trickle down effects to the small 
business, cooperatives, as well as public community in general. Based on its 
mission and experience from the reality, BMI has consistently directed its 
assets development in financing expansion of the sector. This step has been 
conducted through cooperation with related institutions such as Bank 
Indonesia, Department of Finance, Department of Forestry and Farming, 
Department of Agriculture, Department of Cooperatives, Regional Authority and 
others. 
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During the year 1999, total financing amount distributed by Bl\/ll to this 
small business sector is as the following: Rp 43.23 billion for the Primary 
Cooperatives for Members (KKPA), Rp 23.49 billion for Cooperative Credits 
(KKOP), Rp 147.41 billion for Farmer Enterprise Credit (KUT) and Commercial 
Financing for the Small & Middle Businesses amounting to Rp 3.05 billion. This 
certainly helps in raising standard living of people and economic development. 
Those strategic steps have been regarded sufficient enough considering 
the fact that within the last two years, BMI did not carry out any financing 
expansion due to the crisis, which melt down the national economy. Therefore 
in the year 2000, BMI would still be consistently putting large portion for the 
development of small business and cooperative. This in turn contributes to 
improve economic condition of the country. 
Crisis: Ttie Problem or the Success of BMI 
The South-East Asian economic crisis has done much worse towards 
the Indonesian economy. Since the middle of 1997 until the middle of 1999, 
Indonesia experienced adverse economic conditions, which had been 
characterized by highly volatile foreign currency exchange rate and interest 
rate, less liquidity and extreme lack of public confidence in the country's 
banking system, which have significantly affected the banking sector including 
the BMI's operation. 
There have been wild fluctuations in the currency value since July 1997. 
Mainly in the second half of 1997, the rupiah went up and down like a yo-yo, 
with the intra-day amplitudes in excess of 10 per cent, the result of economic 
and political uncertainties as much as the relative lack of liquidity. Substantial 
amounts must have been made in the first few months of the crisis. The rupiah 
had fluctuated from Rp 2,300 for one US dollar in early 1997, to over Rp 15,000 
at the height of the crisis. At one point it stabilized at about Rp 9.000 for a US 
dollar.''^ Also there is no accurate figure at the NPLs (Non-performing Loans) 
that have soared in Indonesia following the crisis. Even before the crisis, some 
161 
state-owned banks had accumulated NPLs ranging from 12 per cent to 30 per 
cent of total lending.^" The crisis also caused hyper inflationary rate reaching 
77.6 per cent with the dropping of economic growth of -13.68 per cent.^ ^ 
A growing number of Indonesian banks were overwhelmed by 
substantial credit losses, while many of them were facing liquidity problems. 
The Indonesian government was pumping liquidity into the ailing banks. The 
government had also put a special vehicle called Indonesian Bank 
Restructuring Agency (IBRA), whose ambition is to rehabilitate ailing banks. 
Some of the sector's major names, including Bank Danamon, BDNI and BCA 
have already come under IBRA management. Moreover, most financial 
institutions are way beyond rehabilitation.^^ 
The adverse economic conditions had also caused declining prices in 
shares listed in the Indonesian Stock Exchange, tightening of available credit 
and reducing economic activity. The liquidation of several banks in Indonesia 
had also caused deterioration of public confidence in the banking system^ 
putting more pressure on BMYs liquidity and operations. The economic 
conditions have affected the ability of customers to fulfill their obligations when 
they matured, thereby significantly increasing inherent risk on the BMI's earning 
asset portfolio. 
The crisis has been around for more 2 years, the sign of economic 
recovery and stability could be seen in 1999. According to Statistic Central 
Bureau (BPS), the inflationary rate has decreased to be 2.01 per cent, whereas 
the economic growth \^ calculated to be positive at the level of 0.12 per cent, 
though if compared to Thailand and Korea, who experienced the same crisis at 
the same time, Indonesian economic recovery is left behind around one to one 
and a half year.^^ This situation can be seen from the instability of rupiah value 
with a quite high volatility. Rupiah happened to reach Rp 6.800 per US dollar 
since the general election until after the presidential election. But it went down 
to Rp 7.300 per dollar in mid-December 1999. The value of exchange is higher 
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than the fair value of rupiah. In the same period there was the increase of swap 
premium to Rupiah from around 5 to 7 per cent. These two conditions show 
that the risk of instability towards Indonesian economy has increased.^ '^  
When conventional banks and financial institution collapsed due to the 
impact of currency-turned economic crisis and large negative spread of 
economic condition, BMI, although affected by the contagion, proved its 
resilience. Bank Muamalat's Shari'ah system was not only able to stay firm and 
be resistant against economic crisis, causing the collapse of other banks, but 
also generated profit, although economic recovery and banking situation have 
not been running well yet. The excellence about the Islamic banking has 
already been proven during this crisis in South-East Asia, especially in 
Indonesia. When all the conventional banks were in trouble and most of them 
underwent treatment having been put in the IRBA, BMI was free from loss 
caused by negative spread of economic condition. The third party funds or 
consumers' deposits, which happened to decrease when the conventional 
bank's interest rates sharply increased in 1998, has been return to BMI. This 
amount was higher thari those of the 1997, during the crisis. Apparently people 
regard that Islamic system of banking is able to be the alternative to save the 
economic condition. 
The realization of the Shari'ah system is now being followed by several 
conventional banks, either as a full Shari'ah branch or as an Islamic window. 
Lessons learned from the crisis, a new knowledge has opened the eyes of 
public and the issuance of the Acts No, 10/1998 on banking have substantiated 
the role of the Shari'ah bank in the Indonesian Banking industry. The issue of 
the Acts provides more opportunity for the expansion of Shari'ah banking 
institutions and departments in the country.^ ^ The setting up of the second 
Islamic bank in 1999, Bank Mandiri Syari'ah , provided an example for such 
liberalization. 
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Prospects and Busjness Risk 
In general, banking prospect in the near future has yet to wait for an 
ideal condition. Banking growth was estimated to face a slow down due to 
decrease in profitability, huge amount of non-performing loans, low level of 
credit distribution and the slow banking restructuring and recovery process 
conducted by the government. 
One positive factor influencing the banking recovery process in 
Indonesia is the upcoming trend of positive economic growth and the decline of 
the interest rate. The rolling of economic wheels would further enhance 
improvements in the banking credit quality an would definitely decrease the 
obligation to provide allocation for depreciation, strengthen the capital and 
boost further improvement in profitability.^^ 
Strategic Plans 
In the year 2000, BMl anticipated to raise capital through the issue of 
certificates based on Shariah, which was expected to reach Rp 50 billion. It 
would be the second phase in which the first one was carried out in 1999. The 
growth of productive assets would be directed to: 
(i) increase collective financing by decreasing the financing of 
problematic portfolio intensively; 
(ii) maintain the financing collectibility by precise customer monitoring on 
their payment and prospect; 
(iii) take steps to anticipate problemafic customers by portfolio 
identificafion and evaluation as well as early alternative prevention; 
and 
(iv) improve documentation, administration and legal financing. 
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With great precaution, BMI in 2000-2001 would start expansion, taking 
care of excess liquidity and the high business risk. The growth of assets would 
focus on the small-scale businesses and the medium ones having indirect 
agricultural sector (off-farm), plantations, forestry, trading sector of those 
products as the target. 
Besides commercial financing, activity expansion for small-scale 
business is targeted to credit programmes. There are some programmes being 
developed on this segment, related to Shari'ah Banking. They are developing 
BPRS, PPRS-BMT and Kopontren. 
The scheme on credit programme distribution is the Shari'ah Primary 
Credit Cooperatives for Members (KKPA), which is a cooperation of BMI with 
PT Permodalan Nasional Madani (PNM) implementing profit-sharing system. 
The amount of funding was Rp 40-50 billion in 1999-2000 sharing with BPRS, 
BMT and Kopontren. Credits are also given to cooperative (Kkop) amounting to 
Rp 50-60 billion in 2000-2001. 
The other project carried out by BMI is P2KER (People's Economic 
Empowerment Project) to distribute the funds to 700 units savings accounts In 
15 provinces. 
Those strategic steps taken are regarded as sufficient, considering that 
BMI has not been able to expand due to the economic crisis. Meanwhile the 
expansion of funding for middle-class business will be targeted to facilitate 
business between regions and countries based on agricultural commodities and 
small-scale industries based on the strategy above, the company's expansion 
has been expected to grow around 20-25 per cent, consistently. To support the 
expansion, wide service network especially in the strategic places, is the pre-
requirement of the further development of the company.^ ^ 
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Vision and Mission ofBMl 
With the help of business prospect and infrastructural and strategies of 
development, BMI has summed up the following bank's vision and mission.^ ^ 
1. Vision 2005 
The vision of 2005 of BMJ will be: 
(a) the premier Shari'ah Bank in Indonesia; 
(b) the dominant player in the 'emotional' Shari'ah market; and 
(c) the most admired bank in the 'rational' market. 
2. Mission 
The bank's mission will be: 
(a) to become a professionally-run Shari'ah Bank emphasizing 
management excellence, market orientation, and entrepreneurial 
spirit; 
(b) to become the Islamic Bank role-model; and 
(c) to become the most innovative niche investment-oriented bank. 
Unlike Malaysia, which has quite big number of Islamic banking players, 
BMI enjoys, to great extend, a monopoly in the field of Islamic banking provider 
and respectable reputation as the best Shari'ah Bank in Indonesia. Public's 
confidence of the Bank during and post-crisis will only add up its influence. The 
challenge rather than problem, of the BMI is its vision, mission, and strategies 
of development. 
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BRUNEI DARUSSALAM 
The tiny oil-rich Sultanate of Brunei is small with population of about 
300,000 people in which Muslims constitute around 70 per cent of which 95 per 
cent are Malays.^ ^ The tiniest kingdom on earth is ruled by Sultan Hassanal 
Bolkiah, one of the world's top ranked richest men. Much of Brunei's income 
and wealth is generated by the petroleum sector, owned by the royalty, while 
people are engaged in traditional activities such as farming and fishery, and 
more recently in commerce and trade. Manufacturing is a new phenomenon in 
Brunei Darussalam. Private sector in non-oil sector is relatively free from 
government intervention. 
Islamic Banking And Finance In Brunei 
As the official religion, Islam is given state patronage. In Brunei, the 
development of Islamic banking, although late organized, is gaining 
significance. Brunei has set up its first Islamic bank in 1993 in Bandar Seri 
Begawan, the capital of Brunei, to inject religious tenets into the financial 
administration of the country. The Islamic Bank of Brunei Berhad (IBB) was 
officially launched on 13th January 1993 by the Sultan Hassanal Bolkiah. 
Realizing the universal concept of Islamic financial system, the Sultan 
addressed "the Islamic financial system is aimed at looking after the welfare of 
all mankind, irrespective of their race and religion".^ '' 
The second Islamic financial institution, Tabung Amanah Islam 
Brunei(TAIB) has also been set up recently. Since all of the operation, 
performance, and experience of both the IBB and TAIB are to great extent 
similar to that of the Malaysia and Indonesia, there is, thus, no need to go in 
such a detail. 
Being a Muslim dominated country at royal and local levels whose 
Sultan and people are longing for permissible system of banking and finance 
coupled with the royal patronage and wealth that has been accumulated by the 
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population of Brunei witli per capita GDP estimated currently at US$ 20,100,^^ 
the current position and future prospect of Islamic banking and finance in 
Brunei is considerably promising. This is obviously true in the sense that the 
Sultan of Brunei announced on his 54"^  birthday, July 15,2000, that "Brunei had 
decided to build the financial center to turn the nation-state into a regional 
financial hub, providing employment opportunities as well as attracting new 
skills and technology. Although the conventional products, such as insurance, 
will form the core, the center is hoped to attract Muslims from Malaysia, 
Indonesia, West Sudan, Turkey, and Morocco. As Muslims become more and 
more devout, there is increasing demand for Islamic paper and money market 
instruments and there are not enough of these instruments", quoted Selamat 
Munap, Deputy Financial Minister of Brunei.^^ 
Having discussed Islamic banking and financial activities in all Muslim-
majority countries in South-East Asia, we may rightly say that Malaysia, 
Indonesia, and Brunei in which Malay is the core constituent of Muslim 
population the roots of Islamic banking and finance have firmly established. In 
spite of slightly different in their set up, the dual-banking system of Malaysia, a 
relatively monopoly-enjoyed status of Shari'ah bank of Indonesia, and the 
Sultan-patronized Islamic Bank of Brunei show the same direction: innovation 
in banking and finance on Islamic lines. 
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CHAPTER V 
STATE OF ISLAMIC BANKING AND FINANCE IN THE PHILIPPINES, 
SINGAPORE, AND THAILAND 
INTRODUCTION 
Apart from Brunei, Indonesia and Malaysia, all other countries in South-
East Asia are categorized as Muslim-Minority countries. Of them^. only three 
countries, i.e., the Philippines, Singapore and Thailand, have some sorts of 
Islamic banking and financial institutions and their movements are relatively 
stronger in their experimentation in secular environments. Among them, the 
Philippines is the pioneer to have institutionalized Islamic banking that 
transformed through many years of transitional stage. In Singapore, although 
Islamic banking development seems to be insignificant in proportion to the 
country's financial development and capacity of the Muslim to have Islamic 
banking operation, Singaporean Muslims have achieved great success in the 
process of mobilizing resources through Mosque Building Fund (MBF). Even 
though, the MBF is not relevant to Islamic banking operation, its method of 
raising fund is worth mentioning. In Thailand, the struggle to have an Islamic 
bank is highly becoming politicized. The existence of Islamic savings co-
operative is gaining momentum and that it is likely to pave the way for the 
establishment of an Islamic bank in Thailand. Apart from these three countries, 
there exists sizeable Muslim minority in various countries in the rest of the 
region. But due to unstable political and economic conditions and political 
constraints, the question of Islamic banking is far from the sight. 
So we shall confine our study in this chapter to the three countries, the 
Philippines, Singapore and Thailand, where Islamic banking and finance have 
already set in. 
172 
THE PHILIPPINES 
Introduction 
The country of an archipelago of the Philippines comprises of 7,107 
islands. Seventy percent of the country is made up of two islands, Luzon and 
Mindanao. Muslims constitute the second largest religious community in the 
Philippines, a predominantly Catholic country. There were at least 3 million 
Muslim Filipinos in 1975, or 7 per cent of the country's total population of 
approximately 42 million.'' These figures have been inaeased to about 6 million 
Muslim in the year 2000, or 8 per cent of the country's total of around 76 
million.^ The slightly rapid increase in the number of Muslim population, despite 
various conflicts and confrontations between Muslim armed forces and the 
government which caused many Muslim casualty, has been due to a slightly 
higher birth rate of Muslim than non-Muslim and a widespread conversion to 
Islam since independence. This phenomenon is known as 'Balik Islam' (return 
to Islam), as people who had or think they had Muslim ancestors decide to 
'return' to the faith of their forefathers.^ 
The vast majority of Muslims live in the southern regions in the 
Philippines, that is on the island of Mindanao and in the Sulu archipelago, who 
describe themselves as Moros. In fact, the Moros comprise several 
ethnolinguistic groups such as the Maranaos, the Tausugs, the Samals, etc. 
They are the predominant population in Sulu, Tawi-Tawi, Lanao del Sur, 
Maguindanao, and Basilan.'^  
Islam has had a long history in the Philippines beginning from the pre-
colonial periods and the history of Muslims was one of unmitigated struggle for 
national survival from Spanish and American colonization as well as for their 
identities from social integration or westernization of the Catholic government. 
However, the religious institutions of the masjid (mosque) and the madrasah 
(Islamic teaching school) provide the full brunt of preserving Muslim identity in 
the Philippines. To support these institutions, the religious authorities rely on 
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the help of people largely through sadaqa (charity) and zakat (wealth tax). 
Throughout Moro communities, the moral and religious suasion of sadaqa and 
zakat continues to operate keeping their religious activities relatively self-
reliant.^  
The majority of the Moros are farmers, fisherman and traders. But there 
are also Muslims who are serving the government in various capacities such as 
teachers, administrators, members of the armed forces, the judiciary and even 
as elected mayors and governors. The Muslims who have gone through 
secular education tend to integrate fairly easily with the Filipino state. On the 
contrary, those who have shunned secular education and opted for traditional 
religious education are generally resistant to integration. Particularly for the 
local elites who have gone to the Middle East for their education, adaptation to 
the demands of Filipino state has been more difficult. 
It is not just religion that unites the Muslims. It is also the hardship and 
economic difficulties that Muslims of the south have had to face that have 
brought them together. The policy of resettling Christians in Mindanao over the 
past few decades since the end of the Second World War had upset the 
traditional demographic balance to the disadvantage of the Muslims. The 
massive inflow of capital and technology into Mindanao in various economic 
activities, which in some cases led to the displacement of Muslim communities 
from their traditional homelands, did not, except rarely, benefit the Muslims. 
This served to reinforce the traditional prejudices they had against the non-
Muslims. The political alienation that these developments brought about led to 
the formation of the Muslim Independence Movement (MIM) in the 1960s. This, 
and the subsequent formation of the Moro National Liberation Front (MNLF) 
and the Bansa Moro Army (BMA) to champion the cause of the Muslims in the 
Philippines should be seen in the context of the rising frustration among the 
Muslims in the south over their continued economic exploitation and political 
alienation.^  
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The government, on the other hand, was keen to overcome the Muslim 
problem in the south because it recognized that it will face serious economic 
and political difficulties, unless national consolidation is maintained. This 
includes the Tripoli Agreement signed in Tripoli, Libya in December 1976 by the 
MNLF and the government to implement an autonomous Muslim area in 13 
southern provinces. However, instead of implementing the Tripoli Agreement, 
President Marcos staged a highly suspect referendum In April 1977 In which 
the agreement was rejected. After Marcos was overthrown in 1986, President 
Aquino attempted to negotiate a settlement, but the two sides differed on how 
much autonomy the Muslim zone should have and how large it should be. An 
Autonomous Region for Muslim Mindanao (ARMM) was created jn 1989.'^  
However, the treaty between the MNLF and the government was signed in 
1996 that gave birth to the ARMM and to a form of peace, but various Muslim 
guerrilla groups, as they are called, refused to recognize it. The Moro Islamic 
Liberation Front (MILF) (and splinter group Abu Sayyaf), however, wants a 
separate nation, not autonomy.^  
Asian Economic Crisis And The Philippines. 
The Philippines did not grow as fast as its neighbours in the three years 
preceding the crisis (GDP growth in the last three years was only 5% to 6%, 
against 7% to 9% in Thailand. 8% to 10% in Malaysia and 7% to 8% in 
Indonesia), while its banking system was in much better shape. According to 
Philippe F. Delhaise, who was of the opinion that, since banking system in the 
Philippines was not as vulnerable as in some neighbouring countries, with no 
stranger to financial calamities, the Philippines government had already done 
much to put the industry's house in order prior to the crisis. In addition, the 
Philippines central bank, Bangko Sentral ng Pilipinas (BSP), has reacted swiftly 
to the crisis affecting East Asia by taking the wise decision not to fight market 
trends. A few days after the Thais gave up on the baht (on July 2, 1997), the 
Philippines let the peso float on 11th July 1997. There was no point In 
defending the currency, althouc|h some funds were spent to manage the 
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depreciation and that there should be no claim reaction collision among Asian 
economies and that the troubles in Thailand, Indonesia and Korea need not 
cause a similar demise in the Philippines.^ 
However, the contrary is the case as the turmoil of crisis has taken its 
tool to spread over and beyond Asia. In the Philippines, it is a pity that there has 
been fiscal slippage because it managed monetary and exchange rate policy 
well during the crisis. The country has had difficulty keeping its budget on 
track."*" The budget deficit is widening despite recent expenditure cuts. 
Business confidence is also slumping and private consumption is lackluster 
causing less exposure of foreign investment in the region.''^ When the Asian 
Crisis contagion spread, both the peso and stock market took a hit, and the 
Philippines started suffering simply for being part of the group of South-East 
Asian countries about which the world had sudden doubts. At best, the crisis is 
likely to force a number of mergers on the banking community, which enable 
the remaining players to achieve requisite efficiency levels."*^ 
Islamic Financing Movement In The Philippines 
Among the people of Muslim Filipinos, finance and trade practices based 
on Islamic principles are common.^^ These can be studied under the following 
heads.""" 
Partnership and Joint Stock Company 
The Moros of Southern Philippines, particularly in Western Mindanao, 
have traditionally practised partnership ventures in trade and commerce since 
time immemorial under the general term of sharikat (profit-sharing ventures). 
They are generally familiar with the two forms of profit-sharing (and partnership) 
and joint stock company {mudarabah). The first type is common in trading. A 
leader in the community or businessman announces his commercial project, 
say a trading voyage to Sabah, Malaysia. Prospective investors contribute to 
this venture and they share in the profits and losses proportionately to their 
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capital investments. The partnership agreement may be for a definite period or 
on a continuing basis. 
Among the natives, the traditional term for association or co-operation is 
suma, which literally means togetherness or community association. In the 
Maguindanao and Maranao tongue, it is known as 'Upakatan' {muafakat in 
Malay) meaning association or consensus or agreement. Corporate property 
ownership and investment in stock company shares among the Muslims of 
Southern Philippines is still undergoing a transitional stage from the short-term 
limited partnership venture {shhkat-al-ain) to the corporate association or joint 
stock company {qirad and mudarabah). 
The sharikat-mudarabah type is very common among the Tausungs of 
Sulu, particularly in commercial fishing ventures. It is not unusual for a group of 
Muslim businessmen or partners to contribute to a common fund to finance the 
purchase of a payao (a native fishing vessel). They agree to appoint a manager 
or designate a partner to run the business and share in the profits and losses to 
the extent of their capital contributions. The business relationship continues 
during the lifetime of the partners strictly, it has not yet attained the continuing 
juridical personality of the modern corporation. However, big time businessmen 
usually incorporate their business venture under the private Corporation Act or 
register their partnership under Philippines Law (Civil Code). But even with this, 
such enterprises have remained family corporations or partnership. As a rule, 
the Moro Muslims have not yet reached the stage of running a highly 
sophisticated corporate business. 
In the City of Zamboanga, the majority of Muslim business organisation 
is still in the category of sole proprietorship. The partnership ventures are of 
limited duration and are informally entered into. 
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Pledge or Security 
Pledge or security {rahn), as known in figh (Islamic jurisprudence), to get 
a loan is common among the Moros of Western Mindanao. The generic term 
used is 'padjak' or 'padjakan' (pawn broker). The contract involves the pledge 
and security for a simple loan. In Miguindanao, this contract is known as 'tihaya' 
(literally means guarantee or security for an obligation) 
This accounts for the proliferation of the pawnshop business in the town 
of Jolo and Zamboanga City. The Muslims who prefer to invest their savings or 
surplus capital in gold or silver (usually in jewellery) find the 'padjakan' a 
convenient means of raising cash. It is impersonal because the transaction 
could be concluded through an agent (wakif) and there is no direct contract as 
In bank transaction. In other words, the Moro pride (maratabaC) is preserved 
and protected. To a Muslim of noble and royal birth, contracting a personal loan 
is most distasteful as it effects one's social standing in the community. 
Formerly the pawnshop trade involved interest, but Muslims resort to it 
for lack of an alternative. With the development of Islamic pawning system (a/-
rahn), the Moro Muslims find it more comfortable to deal in such transaction. 
Simple Loans. 
Under the generic term of 'padjak' customary transactions, simple loans 
known in figh as 'qard and 'ariyah', in the form of loan or lease of chattels and 
movable, usually implemented in trade or business such as a fishing craft 
(payap), goods and merchandise and even firearms, are common among the 
island folks. It is known in figli as qard if the loan transaction is gratuitous and 
aiiyali if it is for a fee, while a leasing arrangement is referred to as ijarali. 
Contract of Deposits 
Rural folks usually entrust or deposit their funds or valuable to an 
affluent relative who is engaged in business either for safekeeping or 
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investment. The funds or valuables are returned whenever needed by the 
depositor. If the deposit is for investment purposes, it becomes musharakah 
(partnership) or mudarabah (profit-sharing) and not merely wadiah (contract of 
safekeeping deposits). Many Muslims in Western Mindanao, including 
Zamboanga City, find this arrangement, to avoid n'ba, more practical and 
convenient for business beginners instead of keeping there money in banks.^^ 
Credit Unions. 
The national government had earlier encouraged the formation of credit 
unions to mobilize funds for rural development under the comparative 
programme. This, however, did not make much headway, especially among the 
Muslims. Among Christian Filipinos, this is simply known as 'pafuwagari (credit 
association). The cultural transplant did not receive popular acceptance among 
the Moros who are still paternalistic and clannish. 
The Islamic counterpart is the qard hasan, which is a benevolent loan, 
extended by a well-to-do member of the community in favour of a needy brother 
Muslim, free of interest and repayable whenever the borrower's circumstances 
improve. In case of default, the benefactor may either ask the borrower to repay 
it in terms of personal services or condone the loan by way of sadaqah 
(charity). 
Barter Trade 
Trading has been an age-old preoccupation of the Muslims of the 
Southern Philippines, particularly in the Sulu and Tawi-Tawi archipelago. They 
have traded as far as the Malaysian and Indonesian Islands."*® This traditional 
barter trade has been branded by the national government as a fonn of 
'smuggling' because it deprived the national treasury of custom duties and 
revenues.'''' However, the liberalization of the barter trade has been under the 
President Decree No. 93 in 1973 by President Marcos with a primary intention 
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to discourage the Muslims from joining tine secessionist movement following the 
declaration of martial law in 1972, and to keep the Muslim preoccupied with the 
legitimate source of livelihood.''® The three-fold objective of the liberalisation of 
the barter trade were to ; (1) provide economic benefit for former Muslim rebels 
and the Muslim community in general; (2) legitimise the traditional trade in the 
Sulu Archipelago, Balabac and Zamboanga de Sur; and (3) promote grater 
participation of the banking system in the trade. 
The Philippines National Bank (PNB) has been primarily assigned to 
handle banking facilities including designation of correspondent banks and to 
handle the documentation (Trading Certificate of Registration orTCR) of the 
barter trade. Although the role of Islamic bank, Philippines Amanah Bank 
(PAB), was not mentioned, it is likely that its role in this sector must be 
enhanced in order to meet banking needs of the Moros. The traders were also 
encouraged to form associations or corporations such as Zamboanga Barter 
Traders Kilusang Bayan, Inc. (ZBTKBI) in which it is considered as the pioneer 
registered traders' co-operative in Zamboanga City. Zamboanga-Labuan 
(Malaysia) barter trade route has been the first trading route, which began to 
accommodate many groups of traders. Later an alternative route, Zamboanga-
Singapore, has been taken up. 
Modus Operandi of Barter trade 
A common practice among individuals with less capital, even to this day, 
is to contribute to a prospective trader their capital investment, locally known as 
the 'padala' (consignment or share venture) system. This has enabled them, 
with little capital, to participate in the barter trade and eam some income. 
Generally, the trustee is not liable to the contributor in case of loss due to 
mishap or robbery at high seas. Depending upon the agreement, either profits 
and losses are proportionately divided in accordance with individual 
contributions or the merchandise purchased is distributed in proportion to the 
individual contributions. These transactions have the features of agency 
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{wakala) and /or partnership participation (mudarabah) and/or equity financing 
{musharakah) 
it cannot be denied, liowever, that in the early operation of the barter 
trade, some local traders were either used as 'dummies' of big time capitalists 
or have been the victims of unscrupulous loan sharks. However, when 
government banks liberalized their lending terms and many traders were able 
to establish their credit standing as efficient and honest businessmen, many of 
them could, in fact, purchase goods in Labuan and Singapore on credit tenns. 
Meanwhile, as the barter trade prospered, many Muslim businessmen 
themselves provided capital to their fellow Muslims on easy credit terms {qirad 
and qard hasan or profit sharing and benevolent loan). 
Philippine Amanah Bank: The Government Specialized Bank 
One of the specialized banks having an Islamic banking feature is the 
Philippine Amanah Bank (PAB).'"^ The PAB was chartered on 2nd August 1973 
under the Presidential Decree No. 264. It operates as a specialized bank, with 
the feature of a commercial, development and savings banks, originally 
designed to serve the special banking needs of the Muslim areas In the 
Southern Philippines. It becomes evidently as part of the government's 
response to the Muslim rebellion. Its first primary task was to get involved in the 
rehabilitation and construction work on the strife-torn regions in Mindanao, Sulu 
and Palawan.^" 
The headquarters of Philippine Amanah Bank are located in Zamboanga 
City. Its charter empowers the bank to carry out banking operation on "the basis 
of Islamic concept of banking following the non-interest and partnership 
principles", as amended by Presidential Decree No. 541, with an authorized 
capital of 100 million pesos.^^ The Bank's authorized capital stock of P 100 
million is divided into one million par value share of P 100 each. The shares are 
divided into four classes; Series A and B to be subscribed by the government 
and the government financial institutions; series C to be subscribed as common 
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share by Filipino citizens and domestic corporation and entities, 70 per cent of 
the equity of which is owned by citizens of the Philippines; and series D to be 
subscribed by foreign nationals, their corporate and/or associations. This capital 
structure indicates that the government was to hold a substantial portion of the 
initial paid-up capital to give the needed commitment of the national leadership, 
but more importantly to complete the required P 50 million paid-up capital.^^ 
Banking operations, beside social grants^^, of the PAB in the early 
period of its establishment entailed interest transaction such as loaning 
assistance to supplement its capital from various government financial 
institutions. They were made at nominal interest rate. This, in turn, forced the 
bank to charge interest on loan. However, consideration of the move towards 
adopting an Islamic framework for banking operations has been made. This 
includes a study team, which was sent to some Middle East countries to 
conduct researches and observation of the existing Islamic banks in the 
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region. 
Despite some structural obstacles, an important point can be made for 
policy consideration with respect to systems for producing Islamic banking 
services. Most of the operations of PAB were based on conventional banking, 
such as accepting deposit and granting loans at Interest rate, while the Islamic 
modes of finance are in the experimental stage. During this period the Islamic 
banking component of PAB has been largely limited to the Pilgrim Special 
Savings Deposit. 
Pilgrim Special Savings Deposit 
The Pilgrim Special Savings Deposit (PSSD) was earlier launched on 8^^ 
February 1983 upon prior authorization from the central bank to maintain 
interest-free accounts under separate special passbook. It was launched to 
operationalise the PLS (profit&loss sharing) account. The rationale behind its 
introduction was to enable the Muslims to save and be assured of the 
opportunity to increase the depositors' funds through investments in all spheres 
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of trade, commerce and industry that are lawful in Islam. The undertaking of 
pilgrimage {hajj) represents for the average Muslim a form of mobilizing 
resources within the framework of certain moral and social priorities. In 
economic terms, the traveling costs for such journey can be regarded as 
expenditures from accumulated surplus income, or as one may put it "the 
expenditures may be entered as transfer payments for invisible imports or 
travel".^ ^ 
By launching the PSSD accounts, which works similar to that of the 
Tabung Haji, Malaysia (discussed in the following chapter), the PAB has taken 
another step in the experiment on the shifting of its operations from 
conventional to Islamic banking. During the Initial launching of the PSSD, it 
received nearly one million pesos funds from about 1,300 depositors all over 
PAB branches in Mindanao (including the Makati Branch, Metro Manila).^ ^ 
However, its proportion to other types of accounts was relatively smalf:^ ^ As at 
30th June and 31st December 1983, deposits from the PSSD amounted to P 
0.883 million and P 0.469 million respectively. For the first semester, this 
innovative 'pooled funds' yielded a gross income of P 0.029 million. The profit 
rate of this form of PLS deposit mobilization amounted to P 0.021 million or an 
earning of P 0.10185 for every peso deposit (that is 10.2 percent). This profit 
rate is compared above the market rate of return (interest) on regular savings 
account.^ ^ The PSSD scheme also provides facilities for inward remittances by 
the Filipino Muslim workers in the Middle East. 
Inward Remittances and Investment Programme 
Developing the banking habits of Filipino Muslims constitutes a dynamic 
motivation for the PAB's corporate mission. To improve the channels of 
overseas employees' earning, the PSSD account was given a special function 
of fund transfers by Muslims who have relatives working abroad to defray 
pilgrimage costs. A unique feature was introduced to allow the opening of the 
account in the name of Muslims who intends to perform hajj and the account 
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number being provided to his relative working abroad who would then remit 
regular accounts to the PAB for credit to the said account. 
Negotiations in Jeddah for an arrangement to provide remittance and an 
investment programme tie-up between the PAB and the DMI-owned Islamic 
Investment Company of the Gulf (IICG) were broached in 1984. This resulted in 
the exchange of a draft Memorandum of Agreement that after being submitted 
to the Central Bank of the Philippines, dragged on. As a source of legal 
documentation for the expanding global operations of Islamic banks, the draft 
agreement illustrates the extent of progress made in business linkage by the 
PAB. 
The correspondence linkage between the PAB and IICG includes 
remittance programme, investment programme, and administrative service co-
operation.^^ Under the remittance programme, both the PAB and IICG 
maintains each account against each in US dollars for establishing 
correspondence and clearing of hajj funds of Filipino pilgrims and remittance. 
With mutual agreement, standard fees or charges against remittance are 
defined and shared between them in a percentage ratio according to Shari'ah. 
In addition the IICG makes available its facilities to PAB and provides servicing 
and promotion of the PAB remittance programme. 
Under the investment programme, the PAB and IICG act as an agent of 
each. PAB assists and makes available facilities to Filipino investors the IICG's 
mudarabahs and other financial investment introduced by DMI Group, including 
the IICG Group Savings Scheme, when necessary, in the Philippines. In 
exchange the IICG assists and makes available its facilities for the promotion 
and marketing of the PAB in its Tabung Hajj Saving Scheme (PSSD), equity 
stock subscription and Islamic mudarabah in the Philippines. In addition, the 
IICG will be ready to give advice for business development or financial 
technique of PAB based on Shari'ah when and where necessary in the Middle 
East and elsewhere. 
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Under the administrative services co-operation, both the institutions 
provide services and correspondent through each other in relation to the 
provision of servicing of foreign exchange requirement of the Filipino Muslim 
pilgrims, transmission of annual fees and hajj funds (via IICG). In addition, the 
I ICG must provide, on request, the training of PAB personnel at its offices on 
terms and conditions agreed upon. 
In the event of any dispute raised between the two parties that is not 
amicably resolved, regarding the agreement or the implementation thereof, on 
notice of either party, the dispute will be submitted to arbitration in accordance 
with the rules of the International Chamber of Commerce in Paris, provided that 
such rules do not contradict with the Islamic Shari'ah. 
Problems Faced by Philippine Amanah Bank 
In terms of its overall performance, the major problems and constraints 
of PAB are as follows: -
1. The general lack or absence among the Muslims of the habit or practice 
of capital formation through cash savings in depository institutions. 
2. Lack of sufficient capital among the Muslims to avail of the PAB equity or 
partnership venture. 
3. Lack of sufficient capital on the part of the PAB, particularly its loan 
portfolio due to its authorized capital limitations, to expand its loan and 
investment operations. 
4. Lack of adequate skills among the Muslims, particularly the prospective 
entrepreneurs, in projects development and management, thus affecting 
their credit standing in the society. 
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5. Skepticism of some people, including some Muslim, on the viability of 
adopting Islamic banking in the Philippine scenario, due to the inability of 
the PAB to (fully) implement the Islamic JDanking system.^ ° 
6. Lack of adequate Shari'ah competent advisor and supervisor to offer 
advice and supervise the PAB's Islamic-based transactions. 
7. Being a specialized rather than a full-fledged Islamic banK it cannot 
operate fully on the basis of Islamic principles. 
8. Lack of personnel manning the bank. 
9. The capital structure of the PAB was seen by the Muslim foreign 
investors as too small to warrant an attractive investment opportunity. 
This had constrained the bank's capability to conduct international 
banking transaction. 
10. Inadequate infrastuctural facilities contributing to slow growth. 
11. High rate of unsecured loans which turned out to be a burden on current 
operation during the second decade of operation.^ '' 
Pmposed Guidelines on Islamic Banking Operation 
The imperfections of the PSSD/PLS account were to bring to 
focus the ineffectual framework and the inadequacies of the PAB's accounting 
mechanism for its Islamic banking operations. It was the consultative 
questionnaires prepared by the Supervision and Examination Sector of the 
Central Bank that took the PAB to task, from which the 1985 Proposed 
Guidelines emerged.^ ^ This proposal was submitted to the special Commission 
on Reorganization of Banks and the Central Bank of the Philippines. 
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a) Proposed Amendment to the Charter 
The present charter of the PAB has been found to be ineffective in 
comprehending the operational requirements of carrying out Islamic banking 
business. Although the proposal was not intended to make the PAB a model 
Islamic bank, it was envisaged that the bank's charter would conform to the 
concept and philosophy of Islamic banking, while its other corporate character, 
as a commercial bank would remain. The proposed Executive Order amending 
the PAB's charter are :-
1. The draft amendment contains a definition of terms such as 
depositor. Islamic bank. Islamic banking business, Islamic current 
account, Islamic participation account, share, the Shari'ah, riba, and 
zakat. These terms have their meanings based and adopted from the 
Model Islamic Banking Act, the Islamic Banking Act of 1983 of 
Malaysia, the Law of Establishment and Statutes of the Faisal Bank 
of Egypt, and the Islamic banking law of Pakistan. 
2. New provisions are inserted expanding the corporate powers of the 
PAB to authorize it to engage in Islamic commercial operations and 
banking services. It empowers the PAB to accept certain types of 
PLS accounts and to act with full legality on behalf of the depositors' 
group in investing such deposits on a profit and loss sharing basis. 
3. The authorized capital of the PAB is increased and its recapitalization 
is to be undertaken by a private offering and public offering of the 
unsubscribed shares. The capital account of the PAB is restructured 
to establish a dear separation between the ordinary capital resource 
and the Islamic share capital resources. 
4. A new provision details the rights and guarantees of investors. 
Another amendatory clause is added to govern the disposal of 
shares which charges the control or ownership of the PAB. 
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5. A proposal is made to create within the PAB a Shari'ah Supervisory 
Council to offer advice and to undertake reviews as regards the 
application of the principles and rulings of the Islamic Shari'ah on the 
PAB's transactions. 
6. A new provision relates to accounting and distribution of profit&loss 
and the imposition of zakat. Another amendatory clause provides for 
a dividend policy of the bank. 
b) Proposed Chart of Accounting 
In what follows, the general criteria and accounting policies set up in the 
Tentative Chart of Accounts are outlined:-
1. The modification adopts the generally developed Islamic principles 
and accounting rules on the basis of which the balance sheet and 
profit and loss statement and the provisions for the zakat shall be 
prepared or computed. 
2. The main accounts are so charted as to include the asset structure 
and the liability entries, which embody the Islamic deposit accounts 
and forms of mudarabah/musharakah investments for commercial 
operations and documentary credit transactions. 
3. The accounting mechanism observes the statutory requirement for 
reserve settlement and for clearing transactions of PLS accounts 
consistent with Central Bank regulations and monetary policy 
directives. 
4. The accounting system represents an understandable recorxi from 
which the Auditor and Shari'ah Supervisory Council of the bank can 
effectively examine the bank's practices and procedures in order to 
ensure that all transactions yield legitimate (halaf) profits. 
188 
The Islamic method of accounting has been, to a great extent, 
standardized over the years. The varying degrees of experience of Islamic 
banks and differing effects of regulatory measures have contributed to the 
discussion on movement towards greater uniformity. After the great 
achievement through the drawing up of guidelines on an accounting practice for 
Islamic bank which can be replicated through out the world by the Accounting 
and Auditing Organization for Islamic Financial Institution (AAOIFI) based in 
Bahrain, the PAB found no more difficulties in its accounting process.^^ 
Present Outlook and Future Version of PAB 
Under the secular business environment, the PAB has made a 
breakthrough in its conduct of Islamic banking and services. However, the bank 
continued to use profit-sharing mechanism along side interest not simply to 
substitutes one technique over another, but as a transitory measure pending 
the approval of the PLS scheme. A study committee of the Presidential 
Commission on Government Reorganization (PCGR) has recommended in 
principle to privatize the ownership of the PAB. In effect, the PAB can place the 
PLS system of banking in its proper context once the privatization of the bank is 
worked out. But, however, the PAB is faced with dilemma, as the flovemment 
support is still necessary for the public to have confidence in the bank.^ 
The monetary authorities in the Philippine must be more receptive to the 
PLS operation for they see that it has a comparative advantage. For one thing, 
the importance of an Islamic-based PLS system can be reckoned to gain 
access to the petrodollar market in recycling wealth or to gain interest from 
Muslim investors elsewhere. For another thing, the full-fledged Islamised PAB 
is also tremendously likely to bring in prosperity and wealth to the Philippines. 
This is materialized via the increasing volume of business activities specially 
designed for the Muslims in Mindanao to take part in the growth and 
development of Brunei, Indonesia, Malaysia, the Philippines- East Asian 
Growth Area (BIMP-EAGA). For the full achievement in utilizing the scheme to 
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its full extent, the PAB in new version can be efficiently and Islamically 
legitimate means of capital formation for the Muslims in Mindanao.^ In fact, 
some pointers in the evolution of the PLS accounts of the PAB could well guide 
the structures of an autonomous economic and financial system envisaged for 
the 'north-south' relations in the Philippines. In addition, the Islamic banking 
industry is likely to provide the institutional linkage between the Philippines and 
the Islamic world of business and trade.^^ 
Having taken those points into consideration coupled with the Inefficient 
operation and poor performance of the PAB, in 26th January 1990 under the 
Republic Act No. 6848, the PAB was then replaced by another image of full-
fledge Islamic Bank under the name AI-Amanah Islamic Investment Bank of the 
Philippines (AIIBP), Its authorized capital was increased to P 1,000 million 
divided into 10 million share of P 100 each. The new version of PAB has a 
religious supervisory council. Its banking operations in terms of deposits and 
investment are based on the principles of Shari'ah, similar to the Bank Islam 
Malaysia Berhad banking model.^^ 
The foregoing study shows that whatever be the condition of Muslims in 
Mindanao, i.e., an Autonomous Region for Muslim Mindanao or a separate 
Islamic State, in either case, the future prospects of the institutionalized of 
Islamic banking an finance as a capital formation for the development of Muslim 
Mindanao and of the country, in general, is bright. 
SINGAPORE 
Introduction 
Singapore consists of the main island of Singapore and some 63 
offshore islands.^^ It is a multiracial, multilingual and multi-religious city-state of 
about 3.9 million people.^^ The Chinese comprises 77.2 percent of the total 
population. The Malay are a minority of about 14.1 percent, while Indians 
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account for 7.4 percent and persons of other ethnic groups 1.3 percent."*" Islam 
is the religion of 14.9 percent residents aged 10 years and above of which 86.3 
percent of Muslims are Malays, whereas most of remainders are Indian, with 
minorities of Arab and Chinese origin.'*'' 
Singapore is arguably one of the most impressive economic success 
stories in Asia. Lacking in natural resources and limited in physical size, the 
island state has triumphed against formidable odds not only to become South-
East Asia's first Newly Industrializing Country (NIC) but also to be classified as 
a developed economy from 1996 by the Organization for Economic Co-
operation and Development (OECD).''^ It has also been credited with the 
distinction of being the most economically competitive NIC and has long 
remained the financial centre of the region."*^ Enjoying sustained levels of high 
Gross Domestic Product (GDP) growth since independence, and the reputation 
of having the highest home ownership rate in the world, with 90 percent of the 
population owning their houses. Singaporeans are poised to experience a 
standard of living comparable to that of Switzerland by the year 2000. The 
island's impressive economic credentials are a source of national pride to 
Singaporeans and go some way towards explaining the continued political 
hegemony of the People's Action Party, the ruling party forming the 
government, since its election to office in 1959."^ 
Singapore economy expanded by a healthy 7.8 percent in 1997 
contributed mainly by the global electronic cycle. Although the impact of 
regional economic activity slowed down began to filter through to segments 
with a high reliance on regional demand, resulting in an overall deceleration of 
growth momentum. Helped by the diversified nature of the Singapore economy, 
industries servicing markets in developed economies were less affected, 
thereby providing some support to overall grovi/th in 1997."*^  
Although the Singapore economy was less affected by the regional 
recession, it even worked with the international community to address the 
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regional economic crisis, pledging loans of US$ 1 billion to Thailand and US$ 5 
billion to Indonesia to help them resolve their economic difficulties/^ However, 
the Singapore economy is not exempted from the spreading economic turmoil. 
The Asian crisis has slashed trading volume, causing push the city-state into 
recession, with an estimated GDP growth in the third quarter of 1998 to be -1.5 
percent, rotting with unemployment rate of 4.5 percent.'*^ 
It is true in the sense that the Malays who are indigenous people, 
especially Muslims, in relation to their educational attainment and economic 
status are generally significantly lower than that of the rest of population. The 
attempt to forge a unique Singaporean national identity was perceived with 
cautions by the Malays. For some Malays, it appears that this will put them at a 
disadvantage.''^ In the area of political representation, there is no electoral 
constituency in Singapore today where the Malays constitute a majority. 
Nevertheless, Malays representation exists in the Singapore government, 
although this is not proportionately reflective of the size of the Malay community 
in the republic. Malay opposition political parties such as the Persatuan 
Kebangsaan Malayu Singapura (PKMS) continues to exist but have not 
succeeded in their attempt at parliamentary representation in various 
elections.''^ 
In order to reassure the Muslims that the government upholds the 
principles of religious freedom and care for their religious well-being, a council 
for Muslim religious affairs, the Majlis Ugama Islam Singapura (MUlS)- the 
Islamic Religious Council of Singapore was established in 1968, under the 
provisions of the Administration of Muslim Law Act 1966 (AMLA). The MUlS, a 
statutory body, has been charged with the responsibility for regulating the 
administration of Muslim Law in the state encompassing duties such as 
collection of zakat and fitrah (religious tithes and duties), management of the 
pilgrimage to Makkah, organization of religious schools, administering 
mosques, and waqf properties, co-ordinating family development programmes, 
issuing halal certificate and issuing fatwa (religions decree).^° Another body set 
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up by the government and the Muslim community, MENDAKI, with the objective 
to help bring about uplifting the socio-economic status of the Malays. MENDAKI 
(The Council for the Education of Muslim Children) was formed in August 1982, 
to promote educational advancement of Muslims especially children. The 
government has indicated that it recognizes that it is in the interest of all to have 
Muslim Singaporeans better educated and better qualified and to increase their 
contribution to Singapore's development.^^ 
Voluntary Fund Mobilization among Singaporean Malay-Muslims 
During the period of compulsory acquisition of land by the government 
for urban renewal and development, many mosques have been adversely 
affected. Muslims have viewed with concern the demolition of their mosques as 
land upon which they stand is regarded as inalienable. Twenty-five mosques 
have been demolished since 1968, where between 1975 and 1986, eight new 
mosques have been built.^^ In fact, mosques are least affected during the 
period between 1963 and 1973, only 11 had to make way for public 
development scheme, while 172 temples were affected.^^ 
For the second-generation mosques, allocated at alternative sites, 
whose building and management are reflective of the institutionalized approach 
in fund mobilization. The unique features of this second generation of mosque 
is the method of funding their cost of construction, maintenance and expansion. 
To be specific, in September 1975, MUlS inaugurated the Mosque Building 
Fund (MBF) into which Muslim employees, employers and self-employed 
contributed voluntarily each month a specified minimum sum, says S$ 1.00. In 
this connection the MUlS utilizes the machinery of Singapore's compulsory 
savings scheme, the Central Provident Fund (CPF) for this purpose. Despite at 
service cost, this centralized collection not only ensures a regular flow of funds 
and facilitates planning, it also reduces transaction costs, since it is no longer 
necessary to solicit donation periodically. The fund is also being utilized for the 
reconstruction, refurnishing, management and maintenance of old mosques in 
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Singapore. There is, thus, participation by Muslim en masse in the building and 
management of new mosques in particular and old mosques in general. It is a 
method reflective of Singapore's development philosophy that of self-help, 
especially with respect to financing. For a country with a Muslim minority, 
Singapore is probably the only country in the world, which has successfully 
systematized collections for the construction and maintenance of mosques. 
The same method is also applied by the MENDAKI. Following the 
example of the MBF, it calls on every working Muslims to have a small monthly 
contribution deducted from his salary or to make GIRO^ contributions. 
Another case of fund mobilization coming close to the process of Islamic 
banking in Singapore is conducted by KEMAS (Kongress Ekonomi Masyarakat 
Malayu Islam Singapura or Organisation of Malay Islamic Economic Congress 
of Singapore). At the congress, held in 1985, it was noted that Malay business 
had difficulty in obtaining bank credit, and Malays in obtaining employment in 
major banks, industries, and trading and shipping organizations at managerial 
and executive level even if they were suitably qualified academically.^^ At the 
core of the congress proposals was the establishment of a financial institution, 
DANAMIS, to mobilize funds and to use these funds to increase the 
involvement of Malays/Muslims in the business sector. 
Specially a two-fold function is envisaged for DANAMIS: (1) it would 
serve as a voluntary saving scheme for hajj (along more or less the same lines 
as the Tabung Haji Malaysia) with monthly contributions ranging from S$ 3 to 
S$ 20; and (2) to build up an investment fund, again through voluntary 
contributions to promote the economic interests of its members. Proposing to 
use the same collection machinery as the MBF and MENDAKI and based also 
on the mass resource pooling principle, the KEMAS projections indicate that a 
S$ 100 million fund could be built up in around 10 years. Thus, the volume of 
resources to be mobilized is far greater than the other two schemes. Unlike the 
other two schemes, where participants do not expect direct (monetary) returns. 
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this scheme is somewhat different. It will have to generate adequate net returns 
to allow it to carry through its ambitious proposals. Thus, considerable 
management and financial skills will be demanded. Further, to economize on 
manpower and other resources, its proposals should be carefully dovetailed 
with those of other existing programme. 
- The emergence of DANAMIS can play an important role in the voluntary 
sector. By providing Islamically permissible avenues of investment, it should be 
able to close the void existing at present and at the some time assist Muslim 
business. If successful, it will be among the first to break new ground in a 
Muslim-minority country.^^ 
Islamic Finance among Minority-IVIuslim Business 
Another Islamic Financing activities are practised by the non-Malay 
Muslim in their business operations, Minority-Muslim Businesses (MBBs). 
These groups of Muslims constitute around 14 percent of the total Muslim 
population in Singapore. The MBBs has been focused here for two very good 
reasons. Firstly, the majority Muslim (Malays) are not prominent in business 
activity. Secondly, while the minority Muslims from the days of their earliest 
settlement in Singapore have been engaging in commerce, providing a profile 
of their present, among other things, saving and investment behaviour. It 
follows that the non-Malay Muslim, i.e., Arab, Pakistani, Chinese and Indian are 
engaged in various types of business organization. Among them the Indian, 
being largest in number, are prominent in this case. According to the data 
revealed by the Survey of Wholesale and Retail Trades, Restaurants and 
Hotels 1985, 44.3 percent of the Indian MMBs are sole proprietorship, 28.1 
percent private limited companies and 27.1 percent partnerships.^^ 
Source of Finance 
Own and family savings represent the main source of initial investments. 
This is observed to be the case for those who inherited the business as well as 
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for those who started off as employees. For the latter, the practice of 
mudarabah may have been employed but its extent could not be determined.^^ 
This reliance on internal sources could be due to the maintenance of traditional 
norms, low start-up costs or difficulty of obtaining funds from formal sources. 
For subsequent investment, though there is increased reliance on 
financial institutions, reliance on retained earnings for the running of the 
business remains heavy. A few informants have indicated that the presence of 
a large number of banks in Singapore made it relatively easy to obtain credit 
and discounting facilities. This reliance on conventional or non-Islamic financial 
institutions may be regarded as being inconsistent with the requirements of 
Islam. It may be noted that their use of non-Islamic financial institution is 
presumably due to the absence of formal Islamlcally institutionalized options 
available in the country at that time. Possibly recourse is made to other informal 
(that is unregulated by the state) options, such as mudarabah, and qard hasan 
(benevolent loans). But again the extent of their use could not be determined.^^ 
A proposal was made in 1985 by the ministry in charge of Muslim affairs 
to set up an investment institution to be run on Islamic principles. Its aim is to 
mobilize available Muslim funds for investment in order to increase the Muslim 
share of the economy. While this proposal has yet to see fruition, it could 
provide a workable Islamic arrangement in a non-Islamic environment.^" 
Current feature and future prospect of Islamic Banking in Singapore 
As far as Islamic banking is concerned, there is no restriction on the part 
of Singapore's government on any private banking and financial units to offer 
interest-free banking services. As remarked in 1994 by Mr. Richard Hu, the city-
state's finance minister, "There is nothing to stop the private banks from starting 
it as there is a market for it ....if they feel it is viable, then (there is) no objection 
from us".^ ^ He added that interest-free banking was so structured that instead 
of paying interest on deposits, the banks share profits. "The system is quite a 
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sensible way of doing business and I believe that eventually private banks in 
Singapore may start it".^ ^ 
The fist bank to offer Islamic banking services is the Singapore's 
Overseas-Chinese Banking Corporation (OCBC). It offers savings and current 
accounts that are officially considered interest-free.^^ 
Until now, there must be many financial institutions in Singapore that 
offer Islamic banking services either in the form of Islamic windows, separate 
departments or full-fledged. As previous to this, many firms especially the small 
MMBs, for religious or other reasons, were wary of dealing with conventional 
financial institution. They were asked to rate the success of an Islamic bank in 
Singapore. Their answers revealed only a negligible degree of awareness and 
understandings of such institutions and their practices. '^* This is by no mean 
surprising, since at that time the Islamic banking system have been brought into 
sharper focus only fairly recently in the wake of the world-wide Islamic 
resurgence. Its penetration into global banking industry was fairly limited. At 
present, of the age of no boundary, its acknowledgement must be widely 
spread' and its demand and popularity must also increase and gain momentum. 
With the Islamic banking industry is already developed in Malaysia, many of 
such institutions which already have their branches in Singapore may be at 
services to the interesting clients. 
For the country like Singapore to become a truly 
Asia's Premier business and financial centre^^, its consideration to broaden its 
banking and financial industry to engulf Islamic alternative must be 
emphasized. Its banking and financial services must be diversified like that of 
the structure of its economy so that its ambition to become the premier island of 
financial centre In Asia can be more materialized. This will be true if the twenty-
first century gives the Islamic banking its due in Singapore. 
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THAILAND 
Introduction 
, The kingdom of Thailand, formerly known as Siam, is the only nation-
state that never been politically, but socio-economically colonized by the 
Western influence.^^ Most Thai nationals are ethnic Thai. A large minority has 
mixed ancestry. There are Indian and Chinese minorities, whereas large Thai-
Malays live in the South. In Thailand, Muslim represents the second largest 
religious group, after Buddhism, constituting about 4 percent as claimed by the 
government, of the total population. Muslim organizations believe that Muslims 
make up 9.9 percent of the total population.^^ This would mean that in Thailand 
out of the total number of population of 62.6 million in the third quarter of the 
year 2000 the mean percentage of both data, that is around 7 percent would 
make up about 4.6 million Muslim population. Although, they constitutes the 
majority group in the four southernmost provinces of Thailand, i.e., Satun, 
Narathiwas, Pattani and Yala, they are also spread all over the kingdom of 
more than 70 provinces. Obviously the Malay-Muslims constitute the largest 
single ethnic group within the Muslim community mostly concentrating in the 
southern regions. The non-Malay Muslims such as Chinese (Haw Chinese), 
Indian, Persian and Muslim-Siamese live in the northern, central plain, east and 
northeast regions. Bangkok Muslims are diversified but most of them are of the 
Malay stock.^° 
Socially, the Malay-Muslims are a strong group, because they live in 
area contiguous to Malaysia and continue to be drawn towards Malay culture. 
The non-Malay Muslims as well as those Malay-Muslims residing in non-Muslim 
predominant area like in the city of Bangkok have assimilated more or less into 
Thai society linguistically and socially and are hardly distinguishable from other 
non -Muslims in many ways except, of course, in the area of religious 
observances. 
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The Muslims in Thailand are basically of rural background. The majority 
of them are farmers and small holders. In southern regions, a large number of 
them engaged in fishery. In Bangkok and other urban centres of Thailand, the 
majority of Muslims are in better conditions because they work as trader, 
government employees, agro-based industrialist especially in the production of 
halal food, tourism, commerce, banking, medicine and law. There are also 
Muslims in the police force and military. As a whole, the economic profile of the 
Muslims differs little from that of their Thai-Buddhist counterparts. 
The Muslims in Thailand are given a complete freedom in the practice of 
their religion. In fact, government assistance is provided to the Muslims to 
subsidize their religious activity. Legally, the freedom of religious belief is 
recognized and guaranteed in Thailand. There are some laws that have been 
specially issued for Muslim citizens in this predominantly Buddhist society. The 
Royal Decrees on Patronization of Muslim citizen 1945 and the Masjid Act 
(1947) are the two major laws issued in this country. In addition, the Sheikhul 
Islam of Thailand, which is called Chularajamonth, is vested with powers to look 
after various Muslim affairs. Muslims in the four southernmost provinces are 
given special privileges to be governed under the Shari'ah laws on matters 
relating to family and inheritance. The Ministry of Education, with the good 
services of Islamic scholars has designed a special Islamic education 
programme to be incorporated in the general curriculum, in addition to providing 
support for the pondok school system in the form of subsidy, of course, with 
some condition.®® Obviously there is no unitary views about the Thai 
government intervention in the affairs of the Muslims in Thailand. Some has 
viewed those government programmes as part of the assimilation scheme 
aimed at social integrating and de-lslamising the Muslim society in Thailand.''" 
Politically, the problem of Malay-Muslim secessionism used to harass 
the kingdom. Malay-Muslim separatist insurgent movement led by a number of 
organizations such as Pattani United Liberation Organization (PULO) Barisan 
National Pembesaran Pattani (BNPP) or the National Revolution Liberation 
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Front and other splinter groups were not as formidable as the Moro-Muslim 
secessionism in the Philippines. Their movements have been reduced so far to 
a negative level. The desire for cultural, social and economic autonomy by the 
Malay-Muslims is often viev\/ed with apprehension by the Thai authorities, who 
are suspicious about them, as secessionist motives. The Mal^y-Muslims on the 
other hand, view the reluctance of the government to allow them to pursue their 
legitimate cultural, social and economic aspirations as evidence of the Thai 
government design to subjugate them. But successive Thai government, in 
their efforts to draw out positive responses from the Muslims, have given the 
Muslim community a range of religious concessions.'^'' This strategy had had 
the effect of motivating 'assimilated' Muslim to undertake the political 
socialization of their Malay-Muslim brethren and to develop more positive 
attitudes towards Thailand. With the revival of democracy in Thailand in 1979, 
Malay-Muslim participation in the political system, as citizens of Thailand and 
not just Malay-Muslims or Muslims, has been significantly growing especially in 
terms of their influences in the parliamentary pursuit to draw out more religious 
rights for the overall Muslims in the country. 
Economic Crisis and Banking Condition of Thailand 
Before we discuss the state of Islamic banking and finance in Thailand, it 
is better to go through the overall banking and financial condition in the 
contemporary Thailand. 
From the best candidate to join the long established club of the Asian 
Tigers (Korea, Taiwan, Hong Kong and Singapore), Thailand deserves the 
comment as the cradle of the Asian Crisis. Since it was from Bangkok that the 
panic first spread to the rest of the region. The proximate result of Thailand's 
crisis was a sorry state of its finance companies. The magnitude of losses 
faced by the finance companies, at about Bt 700 billion has definitely put an 
unbearable strain on the Financial Institutions Development Fund (FIDF)'s 
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capacity, designed to provide stability to the banking system by supporting 
troubled financial institutions to rescue ailing banks/^ 
As the Thai economy suffered from a severe contraction during 1997-
1998, domestic financial institutions saw their asset qualities deteriorated 
sharply leading to acute cash-flow problems and confidence crisis among 
depositors. To keep the financial system from a complete breakdown, the Thai 
authorities stepped in. Specifically, the government suspended 56 finance 
companies in 1997, nationalized 4 medium-sized banks (Bangkok's Bank of 
Commerce, Bangkok Metropolitan Bank, First Bangkok City Bank and Siam 
City Bank) in Jan-Feb 1998, and took over seven finance companies In IVIay 
1998. 
Oh 14th August 1998, the government intervened in two small banks 
(Union Bank of Bangkok and Laem Thong Bank ) and another five ailing 
finance companies. Also, in July 1999, the FIDF took over Nakhornthon Bank, 
which was successfully privatized in September. A small finance company was 
closed in August 1999 after its recapitalization plan was not approved by the 
central bank.''^ 
In addition to the intervention measure, the government decided to 
provide capital support to non-intervened financial institutions. The Thai 
authorities realized that because of the sharp rise in financial institutions' non-
performing loans (NPLs), their capital funds would descend rapidly and could 
lead to a meltdown in which most, if not all, of domestic financial institutions 
could become insolvent. On 14th August 1998, the government announced a 
financial restructuring package consisting of the implementation of Tier-1 and 
Tier-2 Capital Support Facilities. 
The capital injection under the tler-1 facility was supposed to take the 
form of an equity exchange with 10-years tradable government bonds. 
Conditions include: (1) institutions advance end-2000 loan classification and 
provisioning (LCP) rules; (2) existing shareholders bear associated costs; and 
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(3) viable restructuring plans are approved by the Bank of Thailand (BOT). As a 
first step, public resources under this scheme could be used up to a tier-1 
capital adequacy ratio (CAR) of 2.5 per cent. Therefore, the government will 
match any capital provided by new investors at least up to regulatory minima. 
As far the tier-2 capital support, capital injection under this facility will be 
done by the government taking debentures issued by financial institutions with 
a maturity of 10 years in exchange for non-tradable government bonds with 
matching maturity and carrying market-related interest rates. Since draw-downs 
under this facility would be in the form of exchange between financial 
institutions' debentures and the governments' bonds, this facility would not 
impose a burden on public finances. 
Despite the government's capital support programmes, only few financial 
institutions applied for the assistance. The small number of applications for the 
government's programmes may, however, be due to its stringent requirements. 
Amongst the critical comments for the government programmes are: -
• That the tier-1 support facility does not give enough incentives for 
existing shareholders to join the programme. In particular, to meet the 
end-2000 LCP rules, for some cases, might be equivalent to writing 
down their entire existing capital. (The gap between the current level of 
allowances against bad loans and the requirement according to the end-
2000 LCP rules is larger than the existing net worth). 
• Although the tier-2 programme aims to provide compensation against 
losses incurred from corporate debt restructuring or making new loans, 
because the conditions allowed the government to convert debentures 
into stock if the capital adequacy ratio falls below 8.5 per cent, financial 
institutions were reluctant to join the programme for fear of eventually 
losing control to the government. Furthermore, financial institutions 
would not get any real liquidity injection as the scheme was simply an 
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exchange between the institutions' debentures and government's 
bonds/'' 
As far the recapitalization outlool< of Thai banks, the continuing 
improvement in the country's macro-economic conditions and investors 
confidence'^ ^ would be positive factors for Thai banks chance to raise new 
capital. 
., Despite the government's financial reform efforts, domestic financial 
institutions still suffered huge losses as a result of their rising NPLs. In 1999,13 
banks recorded the net losses (unaudited) of Bt 173.5 billion, compared to the 
losses of Bt 154.43 billion recorded in the same period last year. High NPLs, 
declining interest revenues, and the tight provisioning requirements are cited as 
chief attributes for the losses.^^ 
Nevertheless, at the start of 2000, Thai banks had experienced a 
significant improvement in NPLs from 45 percent to 35 percent. But, however, 
an analyst'^ ^ calls a reduction a 'myth'. He says the likelihood and wide spread 
fear is that debt restructuring as currently practised is mostly a matter of 
sweeping dirt under the carpet. Over half of bad debts that have been 
restructured, since the crisis hit often through difficult negotiations between 
lending banks and borrowing companies, have fallen back into the NPL 
category. As in many of the worst hit crisis countries in Asia the Thai 
government spent a lot of money it did not have bailing out business and 
recapitalising banks. According to Rob Collins, an analyst at Univenture, a 
chemical company in Bangkok, "The national debt has gone from zero percent 
to 60 percent of GDP and it will continue to rise as the government bails out the 
banking system".''^ 
Islamic Financial Movement in Thailand 
Islamic banking practice in Thailand has been through long year of 
transitional stage from the self-managed informal arrangement to government-
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regulated Islamic co-operative and Islamic window which can be studied under 
the followings:-
Informal Arrangement. 
The Muslims in Thailand are not immune to the influence of Islamic 
resurgence of the last and present decades. They, too, are caught in the rising 
tide of Islamic awakening and the growing sense of Islamic identity has led to a 
desire to infuse Islamic values into their social lives. Islamic studies literature 
explodes in volume and depth of analysis. Literatures which previously focused 
on the political problem of Muslim in the south and ethnicity and religious norms 
are now given more attention to social and economic pursuits including Islamic 
banking. 
The matter related to Islamic banking in Thailand has been focused 
lately in early 1990s. Before this, many Muslim observant had avoided 
transaction with the bank for fear to get involved with interest. Although some 
religious scholars are of the opinions that there is no harm in giving (receiving) 
interest to (from) non-Muslims or non-Muslims banks, they are quick to add that 
the ideal thing for Muslim minority living in the non-Muslim state is to organize 
and support Islamic banking. 
The pious and practising Muslims who want to avoid interest transaction 
find themselves in a dilemma. Many of them especially in rural area of the 
south deposit their money with the well-to-do people or businessmen especially 
the Chinese, who are trustworthy and guarantee such return. This has caused 
advantage to the Chinese for they have utilized the funds for their well-being. 
Moreover, in Bangkok and its surrounding provinces during the past decade, 
the process of rapid expansion of the city has made Muslims billionaires, by 
selling their inherited lands, for they were farmer and owned large pieces of 
land.'^ ^ It happened that they had to take their money deriving from selling their 
land to make a deposit in Malaysia where Islamic banking service is available. 
Many Malay-Muslims who live in the borderline also do the same to avoid 
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interest transaction. This process proves demerit to the country's economy as 
large amount of money is being kept outside the economic system. Some of the 
commercial bank, for the purpose of raising deposits from the Muslims, opened 
special scheme, the hajj deposit account. But due to interests being offered on 
this account due to lack of proper understanding about Islamic banking, it 
ended up not only unsuccessful but also created bad attitude from the Muslims. 
Within the Muslim community, both in urban and rural areas, there is 
now increasing awareness that their dependency on outsiders for daily 
transactions of agricultural products and necessary items can only be broken 
through their unity and effective co-operative arrangement. The Muslim poor in 
the slum areas of Bangkok are now turning to the idea of the co-operative 
system to relieve themselves of the high prices of their daily needs purchased 
from Chinese merchants. The same co-operatives also serve as a source of 
financial assistance to members in need of such relief, of course, free of 
interest. The profits realized, if any, being used to help needy Muslim students 
as well as put aside for future interest-free loans to members.^" Many of such 
co-operatives are common among Muslim society, but their objectives are 
primarily for self-relief and their ventures are not so large and diversified to be 
characterized as a commercial unit. Their recognition from the government is 
not significant. 
Formal Arrangements (Islamic Savings Co-operative) 
This idea of getting an Islamic financial institutions recognized and 
sanctioned by the Thai government embodied when Den Tohmeena, a Pattani 
domicile candidate having been able to hold high position in Thailand's 
government as a former Vice-Minister of Health-care and Home Affairs, who by 
predestine of the only God had an opportunity to join ASEAN Shari'ah 
Administration Conference Workshop held in Manila, the Philippines in 1983.°^ 
There he had witnessed the progress of Islam in the Philippines especially the 
existence of Islamic financial institution, the Philippine Amanah Bank. Like 
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Thailand, the Philippines constitute a small number of Muslims, but they could 
have access to Islamic banking and why the Muslims in Thailand could not. 
With this inspiration, he, after return, called a number of Islamic scholars to a 
meeting that wound up with a resolution for the Thai Muslims to have an Islamic 
bank. Later, he arranged a number of seminars which were participated by 
many Islamic intellectuals and specialists from Bank Islam Malaysia Berhad 
and also the director general of Co-operative Department to discuss several 
aspects of Islamic banking and to draw out various possibilities regarding its 
establishment. In this connection, a study on the potentiality of Islamic banking 
scheme conducted by Committees of National Economic and Social 
Development revealed that in order to implement the establishment of an 
Islamic bank in Thailand, efforts should be started from the setting up of small 
units in the form of co-operatives. Then such units will have to undergo 
expansion to become Islamic finance companies and ultimately an Islamic bank 
can be progressively established.°^ In addition, in order to set up axx Islamic 
bank, a legal framework must be drawn and be passed by the parliament. This 
process will take long time. Instead the establishment of Islamic co-operative 
will be much more easier with respect to adoption of Co-operative Act to Islamic 
principles. The setting up of new co-operative is also encouraged by the 
government. 
Ultimately, the first Islamic savings co-operative in Thailand was legally 
registered under the Co-operative Act 1968 on 30th October 1987 under the 
name of Islamic Savings Co-operative of Pattani, Ltd, (ISCP). Located in the 
province of Pattani, it commenced operation on 1st January 1988. From the 
registered number of 360 members in 1988, the number has increased to 8,186 
in 1998, with operating branches in 12 districts in the province of Pattani. 
Savings deposits with the ISCP rose from Bt 138,944 in 1988 to Bt 
17,312,266.86 in 1997 and to 20,119,419.08 in 1998. Mudarabah deposits in 
1998 amounted to 6,359,327 or 24 percent of the combined deposits. Working 
capital of the ISCP also increased from Bt 736,633.83 in 1988 to Bt 43,074, 
658.46 in 1997i,Bt 49,658, 022.91 in 1998. Whereas the regular shareholding 
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funds increased form Bt 576,490 in 1988 to Bt 15,940,590 in 1997 and Bt 
20,254,290 in 1998. From only Bt 6,294 profits realized in 1988, during 1993-
1996 it could have generated over Bt 1 million in profit. However, due to 
economic crisis, in 1997 it could generate a profit of Bt 822,451 only. But in 
1998, the amount of profit recovered slightly to reach Bt 863,114. The ISCP 
enabled to pay zakat amounting to Bt 135,164 in 1998, whereas in 1989 the 
amount was Bt 11,018. The ISCP is now expanding its services to include a/-
rahn (Islamic pawning) which is in the experimental stage and expected to gain 
popularity from the public under the existing economic condition.^^ All those 
figures show that the operation and performance of the ISCP are progressive 
and can be classified as a steady growth, showing that it received warm 
support from the Muslim community. 
Only after 3 years of the ISCP's inception and gaining popularity, Mr. 
Den Tohmeena, the chairman of the ISCP, had ventured establishment of more 
such institutions in order to expand systematic operational base of the Islamic-
based financial business and promote more public understanding and 
popularity of the viability and profitability of the system for future ultimate 
aspiration of having an Islamic bank established. Ibn Affan Savings Co-
operative, Ltd.(ISC) was officially registered in the province of Pattani under the 
same Act with subscribed shareholding funds of Bt 200,000 from 100 members. 
The number of its member later increased to 1,101 in 1998, operating through 4 
offices with its headquarters in Pattani and 3 branches in Saiburi (Pattani), Yala 
and Narathiwas, having total working capital of Bt 34,626,975. During 1992-
1998, 6 years of its operation, the ISC experienced some disturbed growth. 
Although the ISC incurred losses of Bt 149,713 and 578,710 in 1997 and 1998 
respectively, its shareholding funds increase steadily during the period. In 1997, 
ISC's shareholding funds rose by 24.39 percent from Bt 3,940,010 from 1996 to 
Bt 4,900,900. But in the following year (1998) the rise was only by 8.64 percent 
to 5,324,490. Total deposits with the ISC including wadiah, savings, 
mudarabah, and /?ayy accounts in 1998 was Bt 27,540,171, of which mudarabah 
account constituted the largest portion amounting to 23,786,925 or 86.37 
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percent of total deposits. The years of crisis, thus, had a negative affect over 
the ISC's operation and performance arising mainly due to high rate of NPLs 
and low business activities, The collapse of the Muamalat Savings Co-
operative (MSC) w/hich was set up 2 years before the economic crisis (1997) 
also undermined ISC's performance as well as public confidence on this type of 
co-operative^'*, having unsecured deposits of Bt 400,000 with the MSC. The 
ISC has set up strategies to cope with the difficulties. Among them it will reduce 
unnecessary expenditure, manage loan rehabilitation and restructuring and set 
up a target to be implemented for better performance. Of course, its future 
progress depends largely on the overall economic condition, public confidence, 
and well management. Investment in real estate development causes some 
worry, unless unsecured loan from this sector can be reduced, its working 
capital will increase and thus investment and profit of the ISC will increase.^^ 
Another newcomer to join the industry is situated in Bangkok. Being 
registered under a type of servicing rather than savings^®, the Santichon Islamic 
Co-operative, Ltd., (SIC) was legally registered under the same Act on 11th 
November 1996. It was set up to provide an alternative Islamic co-operative 
services to the Muslims in Bangkok and its surrounding provinces including 
Nondhaburi, Samuth Prakarn, Ayodhaya, Nakorn Nayok, and Chacherngsao. 
The initial shareholding fund was Bt 1,224,700 contributed by 122 members. At 
the end of December 1998, the SIC's member increased to 737 having 
shareholding funds of Bt 2,759,600 and generating a net profit of Bt 133,673.87 
as against last year it was Bt 54,296.17. 
Deposits with the SIC in savings account increased from Bt 2,387,411 in 
1997 to Bt 4,557,432. The mudarabah deposit, which was open in 1998, 
accounted for Bt 960,000 or 17 per cent of the total deposits.^^ The future 
prospect of the SIC is promising mainly supported by the better conditions and 
volume of business activities of Muslims in Bangkok and its surrounding 
provinces. Within the next few years, the SIC is likely going to catch up with 
other older established Islamic savings co-operatives. 
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Common feature of Islamic Co-operatives 
All Islamic co-operative bears more or less similar features in terms of 
their objectives, methods of operation and regulation. They are registered 
under the Co-operative Act 1968, by which their accounting methods will be 
regulated and audited by the Department of Co-operative Account Auditing. All 
Islamic co-operative must comply and live up to the required co-operative 
accounting standard. At the end of any financial years, all co-operatives must 
arrange annual members' meeting by which all members will be informed about 
the overall performance and operation of the co-operative during the year as 
well as the operation or target of the coming year will be sought out. Usually, 
being small in their size in terms of capitalization, the financial circulation of the 
Islamic co-operative will not exceed Bt 100 million. Common objective and 
operations of the Islamic co-operative are as follows:-
a) Objectives 
1. to procure and sell necessities to its members. 
2. to procure factors of production and other raw material needed by its 
members. 
3. to collect and sell output on behalf of its members. 
4. to receive deposits and encourage savings 
5. to lend money and capital for investment on interest free basis under 
the principles of wadiah and mudarabah. 
6. to encourage economization, improvement of standard of living, 
helping each other and self-reliance among members. 
7. to promote education, standard of health and spirit for the betterment 
and peacefulness of society 
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8. to stimulate market innovation, design and improvement of 
technology employed applicable in the process of production and 
marketing 
9. to provide better understanding related to the co-operative and 
business administration according to Islam. 
10. to manage hajj and umrah programme and other religious facilities for 
its members. 
11. to affiliate with the government and other co-operative to achieve the 
objectives of legislature under Co-operative Act 1968.°® 
b) Operational Funds. 
All the operational funds for the co-operative, which bring about the most 
benefits to its own operation and its own members, come from various sources 
as follows; -
1. Monthly shareholding funds from its members (regular shareholding 
funds) 
2. Special shareholding funds {mudarabah funds) 
3. Deposits under wadiah funds 
4. Donation of either money or assets 
5. Government subsidy (provincial development funds) 
c) Business operation of the co-operative 
All funds derived will be invested in business for the benefits or return to 
the members. There are a number of channels through which the funds can be 
invested on the principles of Shari'ah, such as buying-selling business joint 
venture investment projects, occupational extension business and others. 
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1. Buying-selling Business 
In this type of business the Islamic co-operative will invest in selling 
commodities such as car, motorcycles, fertilizer, fuel, gas, land and real estate, 
and other in cash or credit on the basis of murabahah. 
2. Joint venture investment projects 
There are 4 types of joint venture investment in general. 
2.1. Joint venture project between the co-operative and its members. It 
is the assistance projects to its members, such as housing and real 
estate development, an insurance company project and land 
development project. 
2.2. Joint venture investment project between its members and tlie co-
operative. Under this type, the co-operative invests part of the 
project and opens an option for its interested members to join. A 
member of projects of this type have been launched by the ISCP 
such as land development, fruit tree orchard and other.^^ 
2.3. Occupational Extension Project. In addition, to the investment 
projects mentioned above, there are some occupational extension 
projects to supplement the investment funds either to extend the 
existing enterprises or to start a new one to its members. This type 
of investment by the ISCP includes an investment to fish and cow 
farming group, and an investment to selling small-assorted shops. 
2.4. Housing Construction Project. This is a special type of project that 
includes the construction of new houses, the annexation and 
completion of the furnished ones. 
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d) Monetary welfare to the members. 
Under this scheme, the Islamic co-operative manage occasional and 
periodical programme for the welfare of its members such as public healthcare, 
summer vacational camp for children, weekend Islamic teaching. Some co-
operatives such as ISCP distribute a lump sum of money to the family of 
deceased member to match the fund for the funeral and burial rituals.^° Zakat 
funds collected and received from the members will be administered according 
to the rule of Shari'ah. Most of the co-operatives have set up za/caf fund division 
to channelize the funds according to the rule of Shari'ah. Obviously, the 
practice results in general welfare of the community. 
Of course each Islamic co-operative has its own religious supervisory 
board to provide advice and supervise its own operation to be complied with the 
Islamic principles. It is interesting to note that all co-operatives, working on 
interest-free, deposit money with the bank for safe custody especially those of 
current and savings account. Return (interest) from such deposits (savings 
deposits) to the co-operative is utilized for public utilities as advised by its own 
religious supervisor and by some religious scholar.^'' Most of co-operatives 
have no vault to keep such large amount of money and, therefore, they are 
forced to make such deposits with the bank for the sake of safety and 
convenience. This has resulted a loophole for the Islamic co-operatives to 
inevitably involve with interest transaction despite the returns of such deposits 
are not meant to constitute part of the profit. It may evoke some doubt from the 
public, unless they can avoid deposits of such liabilities either by having their 
own vault or the money be utilized for investment in short period. But, of course, 
such deposits which are liabilities of the co-operative are not meant to be 
invested or, in other word, all of such liabilities cannot be invested since they 
must be available on demand. However, if the amount deposited with the 
conventional bank is in the category of interest-free basis, which are available 
in some banks i.e. Islamic window, then all suspicions towards the co-
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operatives' operation involving interest will not emerge and their operations will 
be more conformed to Islamic Shari'ah. 
islamic Banking in Ttiaiiand 
The establishment of an Islamic bank in Thailand can bring a number of 
advantages to Muslim society and to the country as a whole. First and 
foremost, it can refrain Muslims from involving with interest transaction and 
enable them to be more comply with Islamic Shari'ah regarding their economic 
activities. Second, It encourages savings and investment and hence capital 
formation required for economic growth and development in which Muslim can 
take part in the process. Third, It will absorb money that scattered outside the 
economic system into the system and hence facilitate more utilization of the 
circulation of the supply of money in the country.^^ 
Considering those advantages, a number of Muslim parliamentary 
members who had formed a unity group named Wahdah in February 1986 
under the leadership of Den Tohmeena, acted in this regard on behalf of 
Muslim society. The group, which has a primary objective to improve the 
religious rights and status of Muslims as a whole through the parliament, has 
achieved in gaining religious right for Muslims such as on the matter of scarves 
wearing for Muslim girls students, name conversion to Muslims name, etc.. 
They are now working hard towards gaining government sanction to set up an 
Islamic bank in Thailand. 
In 1995, the Prime Minister Banharn Sillapaacha expressed keen 
interest to set up an Islamic bank in conjunction with the government economic 
development scheme in southern Thailand's provinces in collaboration with 
Malaysia and Indonesia, i.e. Indonesia, Malaysia Thailand - Growrth Triangle 
Development Project (IMT-GT). As a matter of fact, Indonesia and Malaysia 
have already implemented Islamic banking, the setting up of an Islamic bank in 
Thailand will be desired for better implementation of the growth project.^^ 
Obviously, with the setting up of Islamic bank, Muslims, being a majority in the 
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South, are keen to take part in the process of growth and development of the 
country, once they are given an opportunity to access to permissible mean of 
capital formation. However, the expression of the prime minister was not 
materialized due to the end of his term in position. 
Under the successive Prime Minister, General Chavalit Yongchaiyut, the 
implementation of Islamic banking began to take shape. In the meantime, the 
Ministers' Resolution has commissioned the Economic Department of the 
Ministry of Finance and Bank of Thailand to pave the way for the specialized 
banks of the government to offer Islamic window immediately before the year-
end of 1997. For the full-fledged Islamic banking, the Ministry of Finance has 
been delegated to undertake study of its details and viability of its 
establishment. The Muslim group of partiamentary member, Wahdah, was 
proposed by the Minister of Finance and Bank of Thailand to draw up a legal 
framework for Islamic Banking Act to be passed by the pariiament. 
During this period, Savings Bank (Bank Omsin or Omsin Savings Bank) 
and Bank for Agriculture and Co-operative etc., have opened up Islamic 
windows to offer Islamic banking services through their banking infrastructures 
in some branches with separate accounting and operating system along Islamic 
lines, advised and supervised by religious scholars nominated by Sheikhul 
Islam Office {Chularajamonth). In this connection the Bank of Thailand has 
drawn up some guidelines for any interesting commercial banks that want to 
provide Islamic banking services. The guidelines includes:-^ 
1. The proposed bank must inform its decision to offer Islamic window unit, 
including name of the branch, to the Bank of Thailand at least 7 days 
before the commencement. 
2. Under the interest-free banking operation, the bank must raise its capital 
and deposits and that the funds must be operated free of interest. 
Moreover, the bank cannot borrow from other institution involving 
interest transaction. 
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3. All property, liability and obligation, and accounting system of Islamic 
window must be completely segregated from other conventional 
operations. 
4. The bank must inform its client and Bank of Thailand with regard to its 
Islamic banking operations. 
5. Profit from interest-free banking operation of the bank before its 
distribution to the depositors and investors must be correctly audited 
after deducting its expenditure and provision for bad debt and reserve 
for depreciation of property. 
6. The bank must nominate at least a religious supervisory councilor and 
must inform the Bank of Thailand in case of any change. 
7. In case the bank wishes to offer more Islamic banking services other 
than already granted, the bank must have prior permission from the 
Bank of Thailand. 
8. The Islamic banking operation of the bank must comply with the rules 
and regulations of Commercial Banking Act with respect to, such as, 
statutory requirements and etc. 
9. The Bank of Thailand has a right reserve to all amendments it deems fit 
with respect to Islamic banking operation. 
Among the commercial banks offering Islamic window, Bank Omsin or 
Omsin SavingsBank is more progressive. It started providing Islamic window in 
the beginning of 1999 with a pilot-branch in a provinces of Satu n situated in the 
south of Thailand due to its readiness and less competition.^^ Later its branches 
in the provinces of Pattani and Yala provide Islamic windows. The bank accepts 
three types of deposits, i.e. wadiah, hajj and umrah, and mudambah. It 
provides financing based on the principles of murabahah (cost-plus), ijarah 
(leasing), hire-purchase and mudarabah (profit-sharing). The bank has also set 
215 
up zakat division of respective branclies derived out from the profit and that the 
zakat will be distributed according to its respective branches advisory 
councilor's consideration. At end-July 1999, total deposits with Islamic windows 
of the bank amounted to Bt 28,984,311. The bank recently provided more 
branches' Islamic windows in the province of Narathiwas, Hadyai, Songkhia 
and Bangkok.^ In future, it is expected to expand more Islamic window 
operation to cover about 60 units of its branches.^'" 
However, the system of Islamic window offered by the conventional 
banks has drawn up public protest and doubt. The leaflets of protestation 
distributed by many organizations added to its suspicion. Many protestants 
demand a full-fledged Islamic bank instead of Islamic window through 
conventional bank. They viewed such arrangement as 'selling goat in pig store'. 
In other words, they do not want to support permissible banking transaction 
offered by unethical institutions. In addition, they viewed such government 
arrangement, i.e., Islamic window, as a mean to absorb funds from Muslim 
depositors to support cash-flow problem of the government's bank during 
economic crisis. They also provoked realization among Muslims to prevent and 
eliminate interest-based banking system instead of promoting efficiency of the 
conventional banking institutions. If the government is really sincere and willing 
to implement Islamic banking in Thailand, Islamic Banking Act should be 
passed and an Islamic bank should be established. The help to eliminate and 
alleviate poverty and economic difficulties of the society is better than to foster 
the progress of fake economy, i.e., to support ailing banking institutions.®^ 
The protestation is not surprising. As the matter of fact, people have right 
to resist or agree to any issue. To some extent, the protest has an advantage of 
drawing up public interest relating to Islamic banking which in turns promote 
wide understanding of the system among people particularly Muslims. 
However, one strategy my be adopted to give them a chance to try i.e. a 
chance for conventional bank to offer Islamic window and whenever a clear 
violation is noticed, they may be reminded to correct or close the operation. 
216 
Moreover, if an Islamic bank of Thailand is going to be established, 
arrangement of how to raise capital is not difficult. Rather inadequate 
competent personnel and banking infrastructures may prove to be 
cumbersome. Thus, in the initial stage of Islamic banking development in 
Thailand, cooperation of conventional banks in terms of Islamic window must 
be welcomed. 
However, the protest has severe impact on Islamic banking development 
in Thailand. On the one hand, some Muslims and Muslim organizations are 
reluctant to deposit and invest their money with Islamic window offered by 
conventional banks for being doubtful. On the other hand, a number of 
commercial banks that show keen interest in opening up Islamic window seem 
to have the same doubt and dare not take the step.^° 
With respect to the Islamic Banking Act, the matter becomes highly 
politicized. Under the New Aspiration Party-led government under the Prime 
Minister, General Cavalit Yongchaiyut, the implementation of Islamic Banking 
Act and Islamic bank has been about to take shape. However, the economic 
crisis caused him to step down and immediately the Democrat Party under the 
leadership of Chuan Leekpai succeeded in forming the government and 
eventually he became the Prime Minister in 1997. Under Chuan Leekpai, the 
proposed legal framework of Islamic Banking Act was dropped without any 
clear explanation.^°° This has upset Muslims all over the country, for over a 
number of years of struggling to have an Islamic bank established in Thailand 
has come to an end under the decision of the Prime Minister Chuan Leekpai. 
Many Muslim organizations including Sheikhul Islam, Chularajamontri, 
showed their disagreement against the Prime Minister's decision. Those who 
previously protested against the system of Islamic window and demanded a 
full-fledged Islamic bank are now disappeared into the thin air, when the final 
decision of not passing Islamic Banking Act was made. 
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The Future of Islamic Banking in Thailand 
Despite the decision of the Prime IVIinister Chuan Leekpal has upset 
Muslim community in Thailand, they do not give up the hope of having a full-
fledged Islamic bank. Many Muslim intellectuals have opined that the decision 
of the Prime Minister was unwise. For he deprived the country of its opportunity 
to gain commitment from the Muslim community, having total scattered money 
outside the economic system amounting to approximately Bt 2.7 billion, in the 
process of capital formation necessitated in the process of economic 
development. """^  
Under the present condition of economy, the crisis caused severe 
impact to the overall economic activities. Even some sectors of economy which 
are believed to be less affected by the crisis, such as food-produced industries 
for the people have to eat, are not exempted from the turmoil. Many food-
producing industries had to close down due to cash-flow problem. According to 
vice-professor Dr. Winai Dahlan, a chairman of Fat and Oil Research Centre, 
Department of Medicine, Chulalongkorn University, Bangkok, Thailand, "the 
crumple of Thai economy is mainly caused by interest. He quoted the 
comparison of the West the term of 'currency' as the 'blood' that needed by 
several organs of human body. Finance company and banks are, hence, duties 
as blood vessels. Similar to human body all business sectors need money, as 
the body needs blood. Interest is, thus, viewed as an 'invisible heart' that injects 
money into business sectors like human heart that injects blood to several parts 
of organ of the body to stay survived. The difference in the interest rates is the 
key principle for the finance companies and banks to stay in business. When 
they cannot redeem their debt, they cannot pay back and that causes 
bankruptcy. In this way the country experiences heart attack. With no other way 
out, the Thai government has to call in the IMF rescue. The IMF rescue 
package not only causes more public debt, several regulations or conditions 
imposed by the IMF are proved to be 'invisible foot' that lessen national 
heritage of Thailand. Thus, the invisible heart brings in invisible foot".^°^ 
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If the country adopts to implement Islamic banking, Thailand could have 
access to borrowing on the basis of interest-free from various countries of the 
v^orld especially from the oil-rich Arab countries. The government's plan to 
implement the IMT-GT project also needs financial intermediary operating on 
interest-free basis if the country wishes to obtain Muslims' commitment, who 
speak the same language and possess the same tradition with the people of 
Malaysia and Indonesia, in the scheme. Their commitment means half of the 
success. Another progressive programme that constitute major part of export 
revenue to the country is the production of 'halal food' (islamic permissible or 
edible food). According to Wan Mohd. Nour Matta, former speaker of 
Parliament of Thailand, "halal food products constitute a food for over 1,300 
million Muslims all over the world. Thailand has the potentiality of her /ra/a/food 
production development that can supply to the Muslim world markets. With the 
popularity of Thai food becomes well-known and quality of Thai product meets 
international standard, Thailand's halal food industry is promising for Thai 
Muslims".''°^ For the halal food product of Thailand to be internationally 
accepted and remained competitive in the world market, it must be effectively 
produced only by Muslims.''°'' Certainly, forihe expansion of /?a/a/food industry, 
large volume of capital must be needed. And this kind of capital can only be 
provided through Islamic banking system, so that the food produced will not be 
contaminated by dirty finance that involves interest. 
Under present situation, Thai economy confronts with severe illness 
caused by interest mechanism. The country is looking for a suitable method 
that can heal such illness. Islam can be another alternative concept that can 
cure such ailing economy, only if the person in power does not have any 
pessimism against Islam. With the close connection of businessmen, 
industrialists, and, particularly, bankers to the persons in power. Islamic bank 
finds various obstacles to be established. With the help of present situation, 
when the country is in a dire need of an alternative method to heal and cure 
economic crisis, it is possible that the successive government may seriously 
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consider establishing an Islamic bank. If not, Thai Muslims have to wait for a 
long time to come. 
Thus, Islamic banking institutions can be organized even in many 
Muslim-minority countries in South-East Asia. Despite the fact that their 
performance, magnitude and development may not be able to compare with 
that of the Muslim-majority countries, the existence of Islamic banking institution 
in Muslim-minority countries shows that the size of Muslim population is not a 
barrier. Although they may face many obstacles to access to such system, their 
will-power to exercise Islamically pemiissible means of livelihood will remain 
with them forever and that will bring them to an ultimate goal. 
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CHAPTER VI 
TABUNG HAJI - A UNIQUE FINANCIAL INSTITUTION 
OF MALAYSIA 
INTRODUCTION 
Having examined the overall development of Islamic banking and 
finance in Malaysia and some other countries of the region, we now turn to 
study in some detail an important IVialaysian institution of saving and 
investment - Tabung Haji - that played a vital role in convincing public and 
professional banker that the idea of Islamic banking is feasible and practical. It 
has also shown the way for establishment of similar institution in other 
neighbouring countries. Tabung Haji (TH), as it is popularly known, is arguably 
the world's largest Islamic savings institution.^ Its full official name is the 
Pilgrims Management and Fund Board (PMFB). Reason for the establishment 
of this institution was the desire of Malaysian Muslims that money spent on 
pilgrimage must be clean and unmixed with ribi. Muslims, especially in rural 
area who were bothered with the illegitimacy of bank interest, were saving huge 
sums for the pilgrimage by traditional or primitive methods. The majority of them 
had to resort to the sale of their inherited property such as land to come up with 
the necessary capital. This resulted in dire economic consequence before and 
after the hajj and also was non-conduc ive to economic expansion and 
development.^ 
Pilgrimage is the threshold of a Muslim's spiritual experience. As it is the 
supreme expression of the belief in Allah, it is, therefore, an obligation on all 
Muslims to perform the hajj ai least once in their lifetime if their circumstances 
permit. It requires tremendous preparation on the part of the believers, both 
spiritually and materially, so that the hajj can be performed in its complete form 
and manner. The condition for obligatory hajj is that one should have enough 
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resources to bear to and fro travel expenses and to have enough material at 
home for dependents and for him on return. But Malaysian Muslims have over 
desire to perform hajj even if they have to save money for it and cut other 
expenditures. Financially, in Malaysian case, the journey to Makkah in the 
1950s had cost most pilgrims their lifetime savings, a lot of sacrifices and 
hardships. Their economic plight after the hajj was even more distressing. 
Having sold everything to perform the hajj, some returned to nothing. To meet 
the needs of the pilgrims before, during and after the hajj, the PMFB was set up 
in 1963.^ 
As noted above, the board was established to serve two functions - as a 
financial institution and as a pilgrim's management body. After being in 
operation for two decades, the board seems to have reoriented its activities 
more along commercial lines. Nonetheless, its original goal of enabling its 
members to perform the hajj and safeguarding their welfare during the 
pilgrimage continues to be served. It has been mentioned that the "functions of 
the board as a savings institution is secondary to its main function as a pilgrims 
management institution".'* 
Tabung Haji (TH) has played a significant role in paving the way for 
Islamic financial development in Malaysia. The impressive success of Tabung 
Haji provided the main impetus for establishing the first full-fledged Islamic 
bank, Bank Islamic Malaysia Berhad (BIMB), in the country. It even has 12.5 
percent stake, second largest after the government shareholding, in the initial 
establishment of BIMB. Its impressive contribution to the development of 
Islamic banking and finance in Malaysia that can be replicated elsewhere, 
coupled with its significant successful operation and performance in primarily 
fulfilling the long life desire of many individual for the performance of /7a//rituals, 
enabled it to win the award of IDB (Islamic Development Bank) prize in Islamic 
banking In 1989 (1410H).^ It is the model of future financial institution, that 
transforms from the non-commercial Islamic voluntary sector to a highly 
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organized and specialized Islamic financial institution that join the objectives of 
fulfillment of religious rituals and commercial banking together. 
At the national level, hajj can be viewed as one of the most powerful 
institutions in the monetary sector of the Muslim countries for the purpose of 
domestic savings and investments in conformity with Shari'ah, as demonstrated 
by the successful experience of Tabung Haji. It is felt that the hajj management 
has an extremely important role to play in consolidating and sustaining 
economic cooperation and integration in an economy. Despite the fact that 
many of the activities of the Islamic voluntary sector which may include the 
institutions such as zakat, awqaf, mosque, hajj and Islamic non-profit charitable 
trusts and foundations do not come under the conventional calculations of 
Gross National Product (GNP). Tabung Haji has proved to the world of how to 
operationalise and institutionalize the /7ai/activities of the voluntary sector that 
can be integrated into the mainstream of economic activity, resource 
mobilization, savings and investments. Tabung Haji, thus, is viewed as an 
Islamic institution that has evolved from the voluntary sector and become the 
best in the Islamic world for the mobilization of saving and investment by 
providing the most comprehensive hajj service in 'one package' thereby 
creating an opportunity to perform hajj at the least possible cost.^  
HISTORICAL BACKGROUND OF TABUNG HAJI 
Tabung Haji was set up as a quasi-government body in accordance with 
the Parliament Act 1969 and materialized as a result of merging two entities 
charged with the management of pilgrimage affairs, the Malayan Muslim Pilgrims 
Savings Corporation and the Pilgrims Control Office.^ 
Looking at its current role as a monopoly in pilgrims' welfare 
management, perhaps very few knew that the board originally started purely as 
savings fund for prospective pilgrims. The historical evolution of Tabung Haji 
can thus be divided into two stages. The first stage was the setting up of the 
Malayan Muslim Pilgrims Savings Corporation in 1962. The original idea behind 
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the creation of this corporation was initiated by Royal Professor Ungl<u Abdul 
Aziz of the University of Malaya who, after an extensive study of the rural 
economy in the 1950s, presented a memorandum to the government 
suggesting the need of a corporation which will assist Muslims to perform the 
hajj without impoverishing them or imposing financial hardships after the 
pilgrimage. In the memorandum he mentioned "the biggest single motive for 
savings that is evident in any part of Malaya where there are Malays is that of 
saving for pilgrimage. This plan will create a new institution that will not only 
help them to achieve their desire in a more efficient way but it will enable them 
to do it in less time and with less loss to themselves and to the national 
economy particularly the rural economy".° 
Before this, on the whole, pilgrims returning home suffered economic 
instability with the loss of their vital assets in life such as house, land and 
breeding animals, which had either been sold or mortgaged. It was often 
assumed in those days that there was hardly any savings to be mobilized in the 
rural sector. Ungku Abdul Aziz, however, estimated that about RM 3 million was 
spent each year by pilgrims, a steady source of savings that went on increasing 
which the government could not afford to neglect. But the way by which this 
huge sum was saved was unsuitable for a monetized economy and harmful to 
national progress. Savings for the purpose of pilgrimage were typically hoarded 
in pillowcases and under the mattresses and floorboards or invested in land or 
livestock, which would be later sold to meet the expenses for the hajj. Hoarded 
cash not only decreased in value over time but also was vulnerable to the theft 
and fire, while land as a form of saving was affected by subdivision, 
fragmentation, neglect and so forth. 
Such a saving behavior among Muslims was not without justification. 
The main reason for resorting to saving outside the financial framework was to 
ensure that the money to be spent on the hajj vyas completely free form riba 
(interest). The savings facilities in any bank or financial institution at that time 
were unacceptable to those Muslims because of the presence of interest. "The 
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solution", as perceived by Ungku Abdul Aziz, 'Vas an institution to mobilize 
savings, not to involve interest, but to involve profits".^ 
The plan was lauded, but could not be implemented then, as the 
government was unable to resolve the question of riba. Nevertheless, it was 
finally carried out in 1962, following the recommendation of Sheikh Mahmoud 
Al-Shaltout, rector of Al-Azhar University and grand Mufti of Egypt, who, on his 
visit to Malaysia, studied the plan and found it absolutely riba-free and 
technically sound.^° The Pilgrims Savings Corporation was incorporated in 
August 1962 and launched on 30th September 1963. From the Shari'ah 
(Islamic Law) point of view, this constituted a major effort to rescue the 
Malaysian Muslim community from interest and hoarding, both of which are 
forbidden in Islam. 
The second stage in the development of Tabung Haji was marked by the 
merger between the Pilgrims Savings Corporation and the Pilgrims Affairs 
Office, which had been in operation since 1951. Even though the former was 
largely a financial institution, from time to time, it had to cater for the welfare of 
prospective pilgrims who were members of the corporation. Thus to avoid 
duplications and overlapping of functions between the two bodies, the 
government found it worthwhile to form a new body which would incorporate 
the functions of both. This led to the establishment of Pilgrims Management 
and Fund Board (PMFB) or Tabung Haji by statute in August 1969.''^  However 
in 1995, a study was made to expand the operating framework of Tabung Haji. 
As a result, the new Tabung Haji Act 1995 was passed on 1st June 1995 and 
enacted by the Parliament. Act 8 of Lembaga Urusan dan Tabung Haji Act 
1969 was then repealed by Act 535 of the Laws of Malaysia. With the new Act, 
Tabung Haji is able to expand its business network globally. 
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CORPORATE ORGANISATION 
Objectives and Missions 
Under its Act of Incorporation, the administration of Tabung Haji would 
encompass three board of operation, namely: (1) savings mobilization and 
maintenance (2) savings utilization (investments), and (3) pilgrimage welfare 
management. 
Each of these areas aims to accomplish the following objectives 
correspondingly:''^ 
1. to enable Muslims to save gradually so as to provide for their expenses 
in performing the pilgrimage or for other expenses that are beneficial to 
them; 
2. to enable Muslims, through their savings, to participate in investments in 
industry, commerce, plantations, and real estate, as approved by 
Shari'ah; and 
3. to provide for the protection, control, and welfare of Muslims while on 
pilgrimage through various facilities and services of Tabung Haji. 
The clarity of the above objectives enabled the formulation of the 
following goals: 
1. to render the best and most satisfactory services to Malaysian pilgrims 
on matters pertaining to the performance of the hajj; and 
2. to give maximum investment returns to depositors on their savings. 
Striving to attain the above objectives and goals, the Tabung Haji is 
willing itself to achieve its strategic vision in line with the following Mission 
Statement:^^ 
1. Providing efficient and professional customer services to all clients. 
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2. Nurturing a strong sense of teamwork spirit, commitment and trust, 
productivity and practising of good and respectable virtues. 
3. The ability to provide high investment returns and maintain competitive 
investment growth. 
4. On-going updates and improved utilizations of the latest technology in 
the administrative system to ensure quality services. 
Organizational Structure 
The organizational structure of Tabung Haji is shown in chart A. Tabung 
Haji is now a semi-government body under the Prime Minister's Department. Its 
organizational structure reflects a fully autonomous body, which is able to 
exercise its statutory powers and executive policies for the benefit of its 
depositors. Its highest authority, the board of directors, is empowered under the 
Act to formulate policies and implement programmes in the interest of the 
organization and its depositors. Additional power is also given to administer the 
funds and all the other matters pertaining to the welfare of the pilgrims. 
Members of a the board comprise a chairman, a deputy chairman, a 
representative of the Prime Minister's Department, a representative of the 
Treasury, a director-general, not more than five other members appointed by 
the Prime Minister, and a representative from the Ministry of Health (by 
invitation). 
Despite its vast powers, the board of directors would only act upon the 
advice and supervision of two advisory councils; namely the Investment 
Advisory Council on matters regarding investments and the Haji Advisory 
Council on matters pertaining to the welfare of the pilgrims and hajj 
management. Decisions made are then delegated to the management for 
implementation and are supervised and checked by two bodies, namely 
Shari'ah Council and the Audit Committee. Thus, elements of check and 
balance are inherent in almost all processes and procedures to ensure 
efficiency, trustworthiness and conformity to ShaR'ah.""* 
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Under the Chief Executive Officer appointed by Minister in the Prime 
Minister's Department, the management is divided into five departments, 
namely; Financial Department, Depositor's Department, the Hajj Department, 
Human Resources Department and Investment Department, each specializing 
in specific activities discussed below: -""^  
Financial Department 
The financial department operates and functions as a body which 
undertakes,plans, provides and prepares capital expenditures for Tabung Haji. 
This department does most of the financing, catering the needs of the relevant 
departments to ensure organizational objective is met. In addition, it plays a 
vital role towards the procurement of maximum return from short-term 
investments as well as building rentals. This department is also charged with 
the responsibility of managing the financial affairs of Tabung Haji in line with the 
Board's policy and strategic financial control. 
Depositor's Department 
The depositor's department is responsible for all matters relating to the 
savings and withdrawals made by depositors at all district and state offices, as 
well as central office and appointed agencies such as the post office. In line 
with the Prime Minister's vision, this department is working towards identifying 
positive efforts and formulating concrete strategies to obtain at least 50% of the 
Muslim population in Malaysia as Tabung Haji depositors before the end of 
year 2000. Efforts are also being harnessed to encourage a minimum of RM 
1,000 deposit from every depositors for purposes of pilgrimage, investments or 
other uses permissible under section 16(2) Tabung Haji Act 1995. 
Currently, this department is pooling its necessary resources to 
strengthen and strategize its marketing and services affairs to boost depositor's 
confidence as well as Tabung Haji's business stability and viability. 
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Hajj Department 
This is an important department charged with the responsibility of 
providing impeccable and quality multifaceted services, which includes security, 
welfare, medical services as well as other services related to the operation and 
management of the hajj pilgrimage. 
An efficient and systematic supervision of the pilgrims is being 
undertaken by this department in addition to providing adequate protection at 
all levels of the pilgrimage programmes. This department also ensures that 
pilgrims are given adequate accommodation, a safe and comfortable travel 
mode and the best in-class medical services. In addition, it acts as an effective 
information center providing proper guidance and comprehensive courses 
relating to the ha^/'pilgrimage designed to ensure its proper performance. 
The Hajj Department is not confined to providing services within 
Malaysia but also at the holy land of Mecca. Other stipulated responsibilities of 
this department includes hajj registration, preparation of visa and passport for 
the pilgrims, management and coordination of consortium/package /jai/travel, 
enforcement of hajj quota, coordination of payments relating to the 
management of the hajj programmes, provision of hajj travels plans, 
enforcement of hajj regulations and other related functions. 
Human Resources Department 
The implementation and enforcement of regulations, laws, and policies 
passed by the Board in accordance with Tabung Haji Act and in line with 
Islamic principles rests with this department. In short, this department operates 
and functions as a body directed towards the development of the workforce of 
Tabung Haji. As a fonA/ard-lcoking department, the strength of human asset is 
taken into seridus consideration. In addition to developing human resources to 
the highest degree of competence through adequate training, this department 
also provides technical support to relevant departments within Tabung Haji by 
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providing sufficient manpower needs. It is also responsible in providing latest 
information and overall development of Tabung Haji to the public as and when 
required. In addition, all matters pertaining to the acceptance and postal of 
letters at Tabung Haji are managed by this department. 
Human resources department also supervises the effectiveness of the 
implemented quality service system to ensure systematic and stringent quality 
standards are continuously maintained. 
Investment Department 
This department is responsible for all aspects of investments in the 
economic sector as approved by Shari'ah Law designed to obtain maximum 
returns. Strategic attention is given to diversifying the investment portfolio and 
fortifying the investment activities aimed at procuring and increasing profit-
taking. Efforts are also directed towards inflating 'L/mma/7'(nation) funds as well 
as increasing production of goods and facilities, which could benefit the public 
at large. 
Serious attention is given to able companies with potential to succeed, 
backed by an efficient management team. This department is continuously 
focusing efforts towards identifying industries with strong grov^^h potential to 
guarantee overall success of its investment performance. 
Each of the above departments is divided into divisions, which are 
further subdivided into branches, units and sections to provide for better 
management, supervision and control. Furthermore, under the Chief Executive 
Officer, there are Corporate Planning Division, Corporate Communication 
Division, Internal Auditing Division and Hajj Consulate, each with specific 
operation and delegations, i.e., planning, computerization and information, 
internal auditing and the Hajj Consulate in the Kingdom of Saudi Arabia 
respectively. 
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FINANCIAL ACTIVITIES OF TABUNG HAJI 
Mobilization of Deposits 
Tabung Haji provides only one form of saving facility, that is, deposit 
facility. It accepts deposits form members on the Shari'ah principle of wadiah, 
whereby depositors grant permission to Tabung Haji to use their deposits for 
investment purposes. Profits from investment are then distributed among 
depositors in the form of bonus after the payment of zakat and other allocations 
have been made. In other v^ o^rds, profit earned form investment are 
professionally handled and channeled to the depositors' account in the form of 
bonus which is not only tax free^^ but exempted from zakat. This is because 
Tabung Haji makes the zakat payment on behalf of the depositors. 
Membership of Tabung Haji is limited to Malaysian Muslim individuals 
only. The minimum deposit required to open and account is RM 10.00 for adult 
and RM 2.00 for children.^'^ Formerly, no savings account book was issued on 
opening account. Instead, each member was given an account number, which 
was used when subsequent deposits were made. Statement of account was 
sent to depositors biannually, as at 30th June and 31st December.''^ However, 
in May 2000, Tabung Haji has launched its long-awaited Tabung Haji 
Depositors' SavingsBook for the first time.^ ® Bonus is calculated at the end of 
the year and credited to the account of individual depositors after the net 
distributable profit for the year minus zakat has been determined. 
Deposits can be made at the Tabung Haji head offices or branch office, 
through post offices throughout the country, or by monthly salary deduction. 
These methods of the savings have been devised on the premise that they are 
fool-proof, convenient for all members, and can be easily administered with 
least possible expenditure. 
To attract new depositors and to enhance the attractiveness of savings 
activities, Tabung Haji has introduced various saving schemes,^ such as: 
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1. Malaysia Schools Incentive Scheme for school-children by introducing 
coin-boxes; 
2. Pay-As-You-Earn Scheme through salary deduction for the individual 
and family. This is a savings scheme for dependants where a depositor 
is encouraged to extend his monthly salary deduction to his dependants; 
3. Monthly Bonus Payment Scheme or Fund for Monthly Bonus Plan. This 
scheme is specially devised for depositors in the lovtfer income group 
who receive compensation from the government for their land and 
property forgone for development purposes. Through this scheme, they 
are ensured a fixed monthly income;^^ and 
4. many others such as Employment Provident Fund (EPF) Investment 
Scheme, etc. 
Withdrawal of Deposits 
Tabung Haji is one of the very few financial institutions that provides a 
direct link between saving and purpose. As such, under the Act, savings 
deposited with the board cannot be withdrawn for reasons other than to defray 
all or part of the depositor's pilgrimage expenses, except in the following cases: 
1. the death of the depositor; 
2. when age, health and so forth make it difficult to undertake pilgrimage; 
and 
3. on production of satisfactory evidence of intending emigration form 
Malaysia. 
In principle, before 30th June 1997, withdrawals are allowed only once in 
six months, with a maximum withdrawal of up to 80 per cent of the individual's 
credit balance. However, 100 per cent withdrawals are allowed for the 
exceptional reasons stated above. In addition, a member who is registered for 
246 
pilgrimage in a certain year cannot make withdrawals within six months before 
his departure but is permitted to withdraw his savings in Makkah or Madinah. 
On his return to Malaysia, withdrawals can only be made two month after the 
wukuf date (the day of the hajj). ^^ 
All withdrawals are processed at the Tabung Haji head-office in Kuala 
Lumpur and it normally take a week or ten days before payment can be made. 
It may be noted that the rules governing withdrawals of deposits accord a long-
term character to the deposits. This is to ensure that the primary aim of 
enabling the members to save for the hajj is achieved. Moreover, funds of the 
board could be invested in long-term investments, which usually take at least 
six months for profits to accrue.^^ 
However, this procedure has hampered the Tabung Haji to satisfy its 
depositors, and since the umrah performance becomes the supplementary of 
the primary objective of the establishment of Tabung Haji. In 30th June 1997, to 
enable speedier withdrawal of savings, Tabung Haji has abolished the 'stop 
withdrawal' system from six months to daily withdrawal and increased 
permissible cash withdrawal amount form RM 2,000 to RM 10,000 affected 
from 13th October 19997. Withdrawal, which could be made at its head-office in 
now can be made at all Tabung Haji offices as well as agencies appointed by 
Tabung Haji including the withdrawal centre in Makkah. This procedure not only 
satisfy excellent services to its members, but also will attract more and more 
depositors.^'* In addition, to facilitate more convenience in the process of 
withdrawal, Tabung Haji has planned to provide ATM (Automatic Teller 
Machine) facilities to its 3.8 million depositors (as at July 2000) through 
collaboration with the existing financial institutions.^^ 
Thus, the depositors are allowed to withdraw their savings for any 
beneficial purpose daily. The procedures for withdrawal from the account of a 
deceased depositor are based on Islamic Law. In this context, depositors above 
the age of eighteen are allowed to appoint a nominee or nominees who will act 
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as a trustee later. If the deceased depositor has appointed a nominee or 
nominees, Tabung Haji will pay the balance in the account of the deceased 
depositor to the nominee who is then requested to distribute the money to other 
beneficiaries according to 'Faraid' {inheritance law). If the deceased depositor 
has not appointed a nominee or nominees, Tabung Haji will advise the 
beneficiaries to get a 'Letter of Administration' form the Shari'ah Court, High 
Court, Public Trustee or District Office. Based on Tabung Haji experience, the 
faraid certificate issued by the Shari'ah Court is easier and faster as it states 
the distribution of estates according to Faraid Law.^ ^ 
Utilization of Funds 
Since the funds lodged with Tabung Haji is being held for the hajj, the 
areas of investments have to be within the framework of Shari'ah. This, 
therefore, rules out investment in government and non-government interest-
bearing securities or shares in companies producing goods, which are 
forbidden in Islam. Nevertheless, the scope for investment is still broad. At 
present, there are five types of investments undertaken by Tabung Haji, viz. 
1. Investment in share (equity participation) 
2. Investment in subsidiary companies 
3. Investment in land and building 
4. Short-term and long-term investment 
5. Investment in money market, bond, and corporate notes 
To ensure that investment operations are in compliance with the 
Shari'ah rules, Tabung Haji was brought under the advice of the National 
Advisory Council, which was later replaced by the Religious Supervisory 
Council of Bank islam Malaysia after its establishment in 1983.^^ Besides, 
Tabung Haji Advisory and Supervisory Council, which is also a council of Bank 
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Islam Malaysia, is brought under the highest Shari'ah authority, National 
Syari'ah Advisory Council for Islamic Banking and Takaful (NSAC) established 
in May 1997, who acts as a sole authoritative body to advise Bank Negara 
Malaysia (BNM) on Islamic banking and to coordinate Shari'ah issues on 
Islamic banking and finance and evaluate Shari'ah aspects of new 
products/schemes submitted by banking institutions.^ ® 
Investment in Shares 
Investment in shares is undertaken in selected Malaysian equities, as 
permitted by Shari'ah. These include shares of companies in major sectors 
such as plantation, agriculture, manufacturing, trade, transport, mining, and 
properties. The amount of "equity participation depends on the amount being 
offered but generally the Tabung Haji does not participate as a major 
shareholder. In case where Tabung Haji is a substantial shareholder (that is, 
holding more than 5% equity of a company), Tabung Haji officials are 
presented on the company's board of directors. Constant reviews are made by 
Tabung Haji officials on the activities of the companies to ensure that they 
comply with the Shari'ah rules. If found otherwise, Tabung Haji will sell off its 
shares in the company. 
Methods of share acquisition are as follows: -^ ^ 
a) Quoted shares are directly bought in the Kuala Lumpur Stock Exchange 
while unquoted shares are acquired when issued to the public. 
b) Shares allocated for Malays {Bumiputera) are purchased through the 
Ministry of Trade and Industry. 
c) Four commercial banks are elected as nominee companies to purchase 
share for Tabung Haji.^° 
d) Equity shares are also acquired through partnership or joint ventures 
with other companies. 
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Tabung Haji, as a semi-government body and a religious-welfare 
organization, has been accorded certain privileges in the field of investment. 
Until 1986,^ ^ dividends were granted tax exemption, which meant that gross 
dividend was taken as income when it was paid out. Secondly, since almost all 
of its member are Malays or other Bumiputera, Tabung Haji is recognized as a 
source of Malay capital and has been offered special allocations of company 
shares under the New Economic Policy.^ ^ This has enabled Tabung Haji to 
invest in established companies as well as buy shares from newly established 
companies at par value, which give a good profit if Tabung Haji has to sell 
these shares in the market.^ ^ 
Investment in Subsidiary Companies 
As a statutory body, Tabung Haji is constrained both by its own Act and 
by government regulation in its direct involvement in commercial activities. 
However, the Act provides for the incorporation of companies under the 
Companies Act 1965. Currently, twelve companies have been incorporated and 
wholly or partly (at least 51% stake of shareholder equity) owned by Tabung 
Haji, in various sectors such as plantation, transport, construction and housing, 
property management, technologies and information technology, and 
services.^ "^  
Investment in Land and Building 
Activities under this heading involve the construction of buildings for the 
use of Tabung Haji offices as well as for rental purposes. Potential lots of lands 
for future development are also bought to form a land bank, investment on the 
basis of sale and lease-back method is also undertaken whereby Tabung Haji 
buys a building and leases it back to its original owner for a specific period.^ 
Short-Term and Long-Term Investment 
The establishment of the Islamic banks in Malaysia provides Tabung 
Haji with an avenue to invest its temporary short-terms funds in accordance 
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with the Islamic principles. Short-term funds meant for hajj expenses are 
invested in special investment account with the Islamic banks on a profit-
sharing ratio of 75:25 in Tabung Haji's favour. On the other hand, normal short-
term surplus in maintained in the current account and invested by the bank, and 
profits are shared in the ratio of 70:30.^ ® 
The prominent long-term investment of Tabung Haji is done in the 
plantation sector. The development of Tabung Haji's investment is managed by 
a special committee charges with the responsibility to assess, analyze and 
identify investment opportunities in the context of both long-term and short-term 
investment which is not only halal (permissible) but high growth potential in 
particular areas which breed competitive market returns.^ ^ 
Investment in Money Market, Bond, and Corporate Notes 
With the recent development of Islamic money market in Malaysia, 
Tabung Haji invested actively in various investment instruments which is 
innovative such as al-musharakah, al-bai' bithaman ajil, al-mudarabah and al-
qard al-hasan in the form of money market, permissible bond and corporate 
notes as well as government and unit trust which offer profitable returns.^ 
TABUNG HAJI AS A FINANCIAL INSTITUTION - AN EVALUATION OF 
PERFORMANCE 
Branch Network 
In early years of its incorporation, Tabung Haji started off with very few 
branch offices. After 3 decades, its branch offices have expanded to 89 units, 
including a headquarter office in Kuala Lumpur, 85 branch offices distributed in 
14 state districts, and 3 branch offices in the Holy Land, each of which located 
in Jeddah, Makkah and Madinah.^ ^ 
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Profile of Growth - Expansion of Deposit 
Table 1 shows that the performance of Tabung Haji can be remarkably 
classified as a steady growth, Irrespective of the economic crisis that has 
hampered further economic development of the country. Total assets with the 
Tabung Haji have Increased tremendously from RM 2,084 million in 1993 to RM 
6,144 million in 1997 and RM 7,306 million in 1998. Total number of depositors 
has risen from 2,347,684 in 1993, of which 167,621 were new depositors, to 
3,189,570 in 1997 (2,11,732 were new depositors) and 3,461,270 in 1998 of 
which 271,720 were new depositors. The increase in the number of depositors 
caused the amount of deposits to increase from RM 811.9 million in 1993 to 
RM 2,147.2 million in 1997 and RM 2,954.3 million in 1998, leading the Tabung 
Haji to have accumulated savings increased from RM 1,885 million in 19993 to 
RM 6,419 million in 1997 and RM 6,753 million in 1998. 
Table 1: Overall Growth of Tabung Haji During 1993-1998 
1 
Years 
1993 
1994 
1995 
1996 
1997 
1998 
Total Asset 
(RM million) 
2,084.0 
2,608.0 
3,425.0 
4,699.0 
6,144.0 
7,306.0 
Number 
of Depositors 
2,347,684.0 
2,536,582.0 
2,737,567.0 
2,977,838.0 
3,189,570.0 
3,461,270.0 
New 
Depositors 
167,621.0 
188,898.0 
200,898.0 
240,271.0 
211,732.0 
271,720.0 
Total 
Deposits 
(RM million) 
811.9 
956.9 
1,278.2 
1,763.2 
2,147.2 
2,954.3 
Accumulated 
Savings 
(RM million) 
1,885.D 
2,268.0 
3,113.0 
4,272.0 
6,419.0 
6,753.0 
Sources: Tabung Haji Annual Report 1997 and Tabung Haji °a catalyst for the Economic 
Development of the Ummah", Kuala Lumpur, Tabung Haji, n.d., booklet 
It was in 1997 that the crisis had affected the number of new depositors 
to contract by about 12%. This was likely because of the panic that spread all 
over the country, which led to loss of confidence of the people towards several 
financial institutions including Tabung Haji. However, the panic subsided in the 
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following year showing by the approximately 28% increase of the number of 
new depositors. Furthermore, in the year of the crisis, it was surprising to the 
Tabung Haji to receive large amount of deposits of RM 2.147 billion. This was 
beyond the target to the expected amount of RM 1.90 billion on the eve of the 
crisis made by Tabung Haji. Thus it can be concluded that the panic from the 
crisis did not lessen the public confidence and support towards Islamic financial 
institution like Tabung Haji. The crisis has done least or no impact on the 
performance and operation of the Tabung Haji as well as on the aspiration of 
the Malaysian Muslims to fulfill their religious duty of performing hajj. 
The increase of the number of new deposits that was beyond target was 
mainly due to the efficient operation of the Tabung Haji at national and regional 
levels. Coupled with its various schemes of savings that provide more 
convenient to the public to make their savings for the hajj. It was in 1997 that 
the Tabung Haji has introduced new product of savings and investment 
scheme, namely Employee Provident Fund Investment Scheme (EPF 
Investment Scheme) or SKim Pelaburan Ahli Kumpulan Wang Simpanan 
Pekerja (KWSP) that received well support from the employee 40 
Distribution Mettiods of Deposits Collection 
Table 2: Method of Savings Collection (1996-97) 
Method of Savings 
Salary Deduction 
Counter Collection and 
Campaign 
Post Office 
EPF Investment Scheme 
Others 
1996 
(RM million) 
468.5 
1,236.5 
48.4 
-
10.9 
% 
26.6 
70.0 
2.7 
-
0.7 
1997 
(RM million) 
533.6 
1,534.5 
53.8 
11.0 
9.4 
% 
25.0 
71.6 
2.5 
0.5 
0.4 
Source: Tabung Haji, Annual Report 1997. p.38 
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Table 2 shows data on deposits accumulated by various methods of 
collection. It was evident that the. savings through counter collection and 
campaign represented the largest category followed by the method of salary 
deduction while other three categories constitute merely 3.4 percent of the total 
savings. 
With the sophisticated system of salary deduction for dependent's 
account through Computerizing Credit Savings System introduce since 1993, 
the collection of savings on this method for the period of 1996 and 1997 
showed substantial amount of deposits to the Tabung Haji which are illustrated 
in table 3 below. 
Table 3: Amount of Savings Collected Through Computerizing Credit 
Savings System During 1996 and 1997, 
Year 
1996 
1997 
Employer Bill 
60 
73 
Depositors Bill 
281,659 
285,022 
Total Amount 
(RM million) 
340.0 
368.4 
Source : Tabung Haji, Annual Report 1997. p.38 
According to Radiah Abdul Kader'^\ categories of depositors can be 
classified mainly as: (1) intending pilgrims; (2) employees in the government 
and private sectors; (3) ordinary depositors; and (4) students and children. She 
refers that 5 percent of the depositors in a given'year open accounts for the 
sole purpose of performing pilgrimage.'^^ These intending pilgrims would 
deposit a substantial lump sum several months before making registration for 
the hajj. This has several implications. This indicates that intending pilgrims 
have not used the savings facility of Tabung Haji, which is designed to mobilize 
savings on a gradual incremental basis. The lump sum could come from 
conservative savings outside the financial framework or from the sale of assets. 
This shows that a preference of holding assets in liquid or semi-liquid form is 
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still inherent. Thus, first of all, one may surmise tfiat the savings habit of the 
Muslims has not changed much. Secondly, since Tabung Haji does not allow 
withdrawals before the intended pilgrimage, some savers are quite reluctant to 
lock up a large sum of deposits with the Board. It is preferable for them to save 
elsewhere and then transfer their funds into Tabung Haji just before pilgrimage. 
Thirdly, for intending pilgrims who are pensioners, on attaining the age of fifty-
five, the lump sum deposited in Tabung Haji could come from compulsory 
savings withdrawn from the Employees Provident Fund.'*"^  
However, these situations may have changed with the new attractive 
devised products of Tabung Haji related to savings and investment schemes, 
which promote gradual savings, as well as its relaxation in relation to 
withdrawal process. These conditions will obviously improve banking habits of 
the intending pilgrims in future. 
The role of the post office as a collection agent has been declining 
compared to its important role in the 1970s when the post office collected over 
50% of the total savings each year."'* One possible reason for this is the 
availability of more Tabung Haji branches all over the country. Apart from the 
purpose of making deposits, depositors may find it more convenient to go to the 
Tabung Haji branch office where they can get answers to problems, which 
cannot be solved by the postal clerks. 
As regards savings among, in 'other" category, students and the young, 
the sum involved seems insignificant and its growth has been sluggish over 
years. However, the proportion of depositors from this group is quite significant 
amounting for more than a quarter of the total depositors.'*^ This group consists 
of potential long-term savers, which is, off course, conducive to long-term 
investment purpose of the Tabung Haji. This sector of deposit should be 
encouraged, despite that it may not generate much additional savings to the 
Board, but rather for the development of the savings habit among the young 
Muslim children. Their habit with the process of savings and investment will 
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be a substantial benefit to the Tabung Haji and to the country when they grow 
up and enter into employment career. 
Withdrawal of deposits 
Total withdrawals and their purposes can be comparatively studied form 
the following table 4. Total amount of withdrawals had been increased in each 
year, despite dropping in 1995, reflecting from the increase in the number of 
deposits made by increasing number of depositors and also the evolution of the 
methods of withdrawals as well as the relaxation of the period for making 
withdrawal in 1997. This can be seen that in the year 1997, the normal 
withdrawal alone accounted for more than RM 1,000 million where as in 
previous year this type of withdrawal amounted to less than RM 700 million, or 
the increase was around 50% which was very high. The withdrawal for the 
purpose of pilgrimage, however, has undergone substantially decreasing. This 
can be illustrated from data given in Table 4. In 1994, 36.57% of total amount of 
withdrawal was made for the pilgrimage purpose, whereas after few years, this 
portion has been reduced to 23.1 % in 1996 and merely 7.3% in 1997. One can 
conclude here that the rules governing withdrawals have, to some extent, 
helped Tabung Haji to achieve its objective of enabling Muslims to save for the 
pilgrimage. On the other hand, among withdrawals not for the hajj purpose, the 
normal withdrawal constitutes the largest portion registered at 73.6 percent in 
1996 and 88.6% in 1997. Latest development of the Tabung Haji service has 
been its introduction of withdrawal for the purpose of'Umrah'on 6th November 
1997.''® The amount withdrawn for umrah purpose at 31st December 1997, 
almost two months after its launch, registered at RM 1.79 million or 0.2% of the 
total withdrawal. The trend of the withdrawal for umrah purpose is likely to 
increase due to, among other things, the time-flexibility of umrah that can be 
performed many times in a year, unlike hajj that has to be conducted once in a 
specific period and duration of time in a year. 
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Investment Activities 
Investment activities of Tabung Haji are carried out under the Shari'ah 
principles of mudarabah (profit-sharing), musharakah (partnership), ijarah 
(leasing), bai' bithaman ajil (mark-up deferred sale), istisna' (manufacturing 
contract) and qard hasan (benevolent loan). Backed by the Investment 
Advisory Council, which provides sound advice and supervision over 
investment matters, Tabung Haji has embarked on multifaceted investment 
projects in conformity with Shari'ah guidelines with strong growth potential thus 
assuring high returns to depositors. 
Investment in share in 1997 of Tabung Haji amounted to RM 1,130.28 
million against RM 555.88 million in 1996. Investment in share of the Tabung 
Haji is comparatively shown in table 5 below. 
Table 5: Distribution of Investment in Share by Tabung Haji, 1996-1997 
Type of (Company's) 
Share 
Quoted Share 
Unquoted Share 
Subsidiary Company 
Share of Trade 
Banks 
Total 
1996 (RM million) 
83.20 
150.00 
138.00 
174.08 
10.00 
555.88 
1997 (RM million) 
656.66 
65.55 
43.68 
364.39 
-
1,130.28 
Source: Tabung Haji, Annual Report 1997, p33 
Total accumulated investment asset in share as at end of 1997 of the 
Tabung Haji accounted for RM 2,979.10 million, in which share investment 
asset in quoted share amounted to RM 1,465.94 million or 49.21 per cent of 
total, unquoted shared asset accounted for RM 607.01 million or 20.38 %, 
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share in trade RM 516.73 million or 17.34%, share in subsidiary companies RiVl 
360.15 million or 12.09% and share in banks RM 29.27 million or 0.98 %.'*^  
Investment in subsidiary companies are undertaken to enable Tabung 
Haji to participate actively in economic activities. The rapid development of 
investment activities and the role played by Tabung Haji in the economic 
expansion of the country have diversified with the setting up of 100% owned 
subsidiaries or at least 51 % stake of the shareholders equity. To date, Tabung 
Haji has established subsidiaries involved in various sectors such as Tabung 
Haji Plantations Sendirian Berhad, Tabung Haji Travel Industries Sendirian 
Berhad, Tabung Haji Properties Sendirian Berhad, Tabung Haji Global Services 
Sendirian Berhad, Tabung Haji Universal Builders Sendirian Berhad, Tabung 
Haji Computer Recovery and Services Sendirian Berhad, Tabung Haji 
Technologies Sendirian Berhad, and Ladang Tabung Haji Holding Sendirian 
Berhad.^ 
Investment in land and building as at 31st December 1997 amounted to 
RM 308.7 million, including 2 finished buildings, 7 unfinished buildings, 6 
purchased buildings and 3 purchased pieces of land. Tabung Haji, in all, owned 
90 buildings (big and small) all over the country and 2 buildings in the Kingdom 
of Saudi Arabia. These buildings are utilized either for its own use or for rental 
purpose. In 1997 alone, Tabung Haji obtained RM 29.5 million of income as 
rent. Increasing by 6.9% of the rent received in 1996 which was RM 27.7 
million. These buildings have been in the maintenance of the Real Estate 
Management Division of which every year 30% of the total rental income will be 
allotted for the purpose. However, the maintenance of the Tabung Haji 
headquarter office in Kuala Lumpur is conducted and taken care by the Tabung 
Haji Global Services Sendirian Berhad, a wholly-owned subsidiary of Tabung 
Haji. Maintenance services include activities such as cleaning, securities 
keeping, technical assistance and so on. "^^ 
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Investment in money market instrument and corporate note in 1997 took 
the form of the following specifications illustrated in Table 6. 
Table 6: Types of Investment and Their Methods of Finance (1997) 
Type of Investment 
1. Islamic Acceptable Bill 
2. Commercial Paper 
3. Investment (General/Specific) 
4. Commodity Investment 
5. Government Investment Certificate 
6. Dept/Bond Defrayal 
7. Equity-Mudarabah 
Method of Finance 
Murabahah 
Mudarabah 
Mudarabah 
Murabahah 
Qard hasan 
Bai' bithaman ajij/ijarah 
Musharakah/ljarah 
Source: Tabung Haji, Annual Report 1997, p.35 
During the year 1997, investment of Tabung Haji in money market 
amounted to RM 1,652.24 million against RM 1,850.65 million in 1996. The 
decrease v\/as due to Tabung Haji large commitment in long-term investment 
sector. The amount invested is distributed as follows in Table 7. 
Table 7: Distribution of Amount of Investment in Money Market, 1996-1997 
Type Of Investment 
Government Investment Certificate 
Islamic Acceptable Bill 
Investment (General/Specific) 
Commercial Paper 
Total 
Up to 31/12/1996 
(RM million) 
35.51 
1,067.71 
747.43 
-
1,850.65 
Up to 31/12/1997 
(RM million) 
15.27 
782.35 
324.00 
530.62 
1,652.24 
Source: Tabung Haji, Annual Report 1997, p.36 
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During the year 1997, Tabung Haji had _given more emphasis in the 
investment of commercial paper due to its great advantages in terms of liquidity 
and profitability.^° Investment in the corporate sector instrument of the Tabung 
Haji during 1996-97 amounted to RM 331.37 million and RM 330.95 million 
respectively. In terms of distribution, investment in corporate sector instrument 
can be categorized in the following Table 8 below. 
Table 8: Composition of Investment in Corporate Sector During 1996 and 
1997 
Types of Investment 
Corporate Note 
Bond 
Unit Trust 
Total 
Up to 31/12/1996 
(RM million) 
135.51 
180.30 
15.56 
331.37 
Upto31/t2/1997 
(RM million) 
102.97 
2Q121 
20.71 
330.95 
Source: Tabung Haji, Annual Report 1997, p. 36. 
During 1997, Tabung Haji had allocated 75% of its total long-term 
investment in the plantation sector.^ '' As regard /la^'operation, Tabung Haji had 
exercised spot purchase of Saudi rial currency for an amount of SR 146.80 
million in 1997 against §R 119.60 million for the purpose of hajj management of 
the Board and hajj performance of the pilgrims in 1996. The depreciation of 
Malaysian ringgit that took place in the second half of the year 1997 did not 
cause any hardship to the hajj performance and management which was 
administered in the first quarter of the period.^ ^ 
Since early 1996, Investment activity In the Islamic Money Market has 
expanded so quickly following the effort of the Bank Negara Malaysia in its 
encouragement for intensive activity in the Islamic Inter-bank Money Market. As 
a financial institution, Tabung Haji's participation has .gained advantage form 
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such expansion especially in terms of decision-making and strategic planning in 
its investment activity in the market for better benefit and reducing associated 
risk provided by a wide variety of investment instruments available.^^ 
Financing Facilities for Staffs and Pilgrims 
To promote well-being of its staffs, Tabung Haji provides credit facilities 
for buying house/vehicle based on the principle of bai' bithaman ajil. Tabung 
Haji was the first quasi-government body to implement this scheme.^ 
In line with its objective regarding the welfare of pilgrims, Tabung Haji 
provides interest-free loan on the basis of qard hasan (benevolent loan) to 
needy pilgrims during their pilgrimage in the Holy Land lacking of sufficient 
money. Pilgrims are requested to repay their debt upon their return to 
Malaysia.^^ 
Income from Investment 
Income received by Tabung Haji is derived form its investments. There 
are five types of major incomes, namely: 
1. dividend from investment in shares; 
2. rent form building; 
3. profit from investment with Islamic bank; 
4. profit from the sale of shares; and 
5. miscellaneous earnings. 
As shown in Table 9 below, income received by the Tabung Haji has 
been progressive over the four-year periods (1994-97). Dividends from 
investment in shares made the largest contribution of income to the Board 
during the period 1994 to 1995. But, however, this type of contribution of 
income had been surpassed by the profits from the sale of shares in the later 
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two periods (19996-97). Profits from investment in bank and rental income 
constitute remarkable sources and had been steadily increased over the four-
year periods, whereas income from miscellaneous items showed a tendency of 
fluctuation and is likely to be on contractual trend. 
Table 9: Distribution of Income During 1994-1997 
Type of Income 
Dividend from Share 
Rental Income 
Profit from Investment in Bank 
Profit from Sale of Share 
Miscellaneous Earnings 
Total 
1994 
105.6 
24.6 
50.1 
108.7 
7.1 
296.1 
RM million 
1995 
161.2 
26.5 
78.5 
60.5 
12.5 
339.2 
1996 
121.5 
27.7 
155.0 
183.3 
10.4 
457.9 
1997 
178.8 
29.6 
158.9 
293.3 
1.7 
662.3 
Source: Tabung Haji, Annual Report 1995 and 1997. 
In 1997, Tabung Haji had incurred total expenditure of RM 87.9 million 
comparing to RM 84.9 million in 1996. This provided profit before zakat (on 
commerce) to the Tabung Haji on amount of RM 574.4 million in 1997 against 
RM 373.0 million in 1996.^ ® 
Appropriation of Tabung Haji's Profits 
Table 10 shows that profits accrued to Tabung Haji for the 1994-1997 
period had been steadily increasing. Under its Act of Incorporation, Tabung Haji 
is required to maintain statutory reserves amounting to not less than a certain 
percentage of its total eligible liabilities (total deposits plus bonus payable). 
Unlike the statutory reserves of commercial banks, which are fixed by the 
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Central Bank, BNM, the reserves in the Tabung Haji are determined by the 
Board, subject to approval by the Ministry of Finance. For the purpose of 
prudent financial management policy, Tabung Haji has also appropriated the 
portion of its profits as general reserves, depending on the amount of profits 
made annually.^ '^  
Table 10: Distribution of Tabung Haji's Profit During 1994-1997. 
Year 
1994 
1995 
1996 
1997 
Profits 
(before zakat) 
(RM million) 
220.8 
258.1 
373.0 
574.4 
Zakat 
(on commerce)* 
(RM million) 
5.9 
6.2 
9.8 
13.9 
Bonus 
(after zakat) 
(RM million) 
178.9 
236.5 
327.5 
440.4 
Rate of 
Bonus 
(%) 
9.5 
9.5 
9.5 
9.5 
Source: Tabung Haji, Annual Report 1995 and 1997. 
' zakat on wealth was not mentioned in the reports. 
Payment of Zakat 
Tabung Haji has been paying zakat (on wealth and commerce) since 
1980. The rate of zakat is 2.5% on the sum of profits earned and the amount of 
working capital at the end of the zate/financial year. The question of zakat was 
raised some years ago but a clear fatwa (decree) was issued to the 
management of Tabung Haji only in 1979. Zakat payments are made to the 
Islamic Religious Department in each state, which in turn redistributes the zakat 
fund among the various beneficiaries. The amount received by each state is 
based on the credit balance of the depositors in the respective states.^^ Zakat 
payment (on commence) by Tabung Haji in 1997 amounted to RM 13.9 million 
as shown in TablelO. Total accumulated zakat payments that have been 
exercised by the Tabung Haji since 1980 amounted to RM 68.3 million, clearly 
a significant contribution to the well-being of the needy section of the Malaysian 
society.^^ 
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Payment of Bonus 
A large portion of Tabung Haji net profits is distributed to depositors in 
the form of bonus. The annual rate of bonus varies, depending on profits made. 
However, at times when profits are very low, part of Tabung Haji general 
reserves are used to pay reasonably high bonuses. As a result, Tabung Haji 
has been able to offer a competitive rate of return to depositors at 9.5 % 
sequently for the following 4-year periods as shown in Table 10. This bonus at 
9.5% rate is comparatively higher than market rate of return to depositors paid 
on savings account.^" 
The amount of bonus paid to individual accounts was, as in 1997, based 
on the monthly minimum balance in the depositors' accounts between 1st 
January 1997 and 31st December 1997, and that the bonus paid would be 
credited to their accounts. As at 31st December 1997, the total amount of 
bonus paid by Tabung Haji was RM 440.4 million, increasing by RM 112.9 
million or 34.4 % from RM 327.5 million in 1996.^ ^ 
MANAGEMENT OF HAJJ AFFAIRS 
Management of hajj affair for the benefit of Malaysian pilgrims is 
also an important function of Tabung Haji and its contribution in this field has 
been remarkable. Its detail study is beyond the scope of this research, so we 
skip this discussion.^^ 
EVALUATION OF PERFORMANCE AND CONCLUSION 
Tabung Haji is a financial institution of a special kind. Although it 
mobilizes funds from savers and channels them to investors, it is not a financial 
intermediary. Tabung Haji is essentially a service organization. It accts as a 
banker to its members and when they decide to perform the pilgrimage, Tabung 
Haji caters for their needs. The economic activities of Tabung Haji emanate 
from its role as a banker to its members whereby it attempts to convert their 
deposits into profitable investment. 
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Tabung Haji's performance can be evaluated from two aspects, viz: (1) 
its success in achieving its aims and objectives and (2) its contribution to the 
development process. 
Looking at the growth of the size of its deposits, and the number of its 
depositors over the years, it is apparent that Tabung Haji has been successful 
in achieving its aims of enabling Muslims to save for the purpose of performing 
the hajj. When it was first formed in 1963, the organization had only 1,281 
members with a total savings of RM 46,600.^^ As at 31st December 1998; its 
members totaled 3,461,270 with total accumulated savings of RM 6,753 million. 
The concept of pilgrim management through Tabung Haji has also been 
internationally well accepted and recognized. 
In terms of economic development, Tabung Haji's major contribution 
'comes from the means and opportunity it provides for the gradual 
institutionalization of savings'^ among Muslims. Prior to its establishment, 
savings by traditional methods were not made available for investments that 
could contribute to development. With its formation, Muslims were motivated to 
hold their savings in a form, which is socially desirable. Funds started to flow 
from two sources, viz., from a reduction of unproductive non-institutional forms 
of savings and from savers who were motivated purely on religious grounds, 
which was to save only in an institution, which conformed to Islamic Shari'ah. 
As a result, resources, which could have been hoarded or held in the form of 
semi-liquid assets, have now entered the financial network available for 
development purposes. 
With respect to the number of depositors, of approximately 12 million 
Malays in the country, about 3.5 million or 29 % are members of Tabung Haji, 
as at the end of 1998.^^ Even though 29 % is a large figure, in which Tabung 
Haji can take pride, it was challenging that Tabung Haji had to strive towards 
obtaining at least 50% of the Muslim population in Malaysia before end of year 
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2000, in line with the Prime Minister's vision. This, however, shows that there is 
still a bigger segment of the market to be tapped. 
One of the major evolutions of Tabung Haji, in terms of deposit 
mobilization is the recruitment of membership from the rural sector. Although 
the Board serves both urban and rural communities, greater significance should 
be attached to the latter for it was the economic plight of this sector, which 
prompted the establishment of Tabung Haji. One way to attract the potential 
rural savers is to devise, as done by Tabung Haji, appropriate savings 
schemes, which would meet their needs and abilities to save. 
It is well noted that a common saving behaviour among rural people is 
the preference to keep funds in forms within their immediate control. The 
introduction of an arrangement similar to that of savings deposit of commercial 
banks, which has been already commenced by Tabung Haji, would permit 
withdrawal on demand. No doubt, this could defeat the purpose of saving for 
the hajj, but as an inducement Tabung Haji could design and provide a guide-
line to depositors on the amount of monthly savings required, given the target 
timing of the proposed pilgrimage. And surely, the purposed pilgrims would 
attempt to save rather than to withdraw whatever withdrawal facilities are given. 
The introduction of various schemes, pertaining to savings of the 
Tabung Haji can also change the saving habit of the rural people. Under such 
schemes, people are encouraged to save slowly reducing their hardship of 
saving huge sum, especially when it comes the time to make a decision either 
to save or consume. 
With respect to Muslim depositors in the existing interest-based 
institutions, it appears that this group of potential depositors is purely motivated 
by economic rationality and is sensitive to the rate of return given by such 
financial institutions. With the good track of performance in terms of the rate of 
return or bonus that relatively higher than market rate paid by the Tabung Haji, 
it is likely that in future, the Board will attract more deposits. This is another 
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challenge to Tabung Haji, which it can overcome to enhance its 
competitiveness in the industry either by increasing its operational efficiency or 
by seeking more profitable investment that pays better return, subject, of 
course, to Shari'ah rules. 
Tabung Haji's second main contribution to the development process lies 
in its role as the user of investible funds deposited with it. Its increasing annual 
income from investment illustrates the significant role it plays, as an investment 
organization, in the economic development of the country. Thus, Tabung Haji 
has been successful in channeling its resources to specified areas and giving 
high returns to depositors on their savings. Moreover, under the new Act, 
section 20 (1), which allows the Tabung Haji to invest wholly or partly within 
Malaysia or outside Malaysia, the Board is able to extend its business 
networking globally. This surely lays a good future prospect to the Tabung Haji 
and general welfare of Muslims in the country resulting from the role it will play, 
in the wake of globalization trends everywhere. 
Several factors, apart from monopoly status, well management and 
operation of Tabung Haji, responsible for the success of the Tabung Haji must 
be, of course, a social vision after being translated into an action programme 
backed by an appropriate technical knowledge and political will. From the 
traditional methods of savings by Malay Muslims to avoid ribS in order to fulfill 
their last religious pillar, translated and supported by suitable mechanisms 
materialized through Shari'ah-based savings and investment methods, backed 
by government body, Tabung Haji has been formed and successfully operated 
for about 40 years. The success of Tabung Haji may also be attributed, to a 
great extent, to 'strong bumiputera psychological factors' demonstrating that 
indigenous dominant Malay Muslim community can succeed in business 
enterprise and corporate management involving integration of Islamic values 
with corporate philosophy and culture. Again, it cannot be denied that one of 
the most significant factors responsible for its success lies upon mutual interest 
that Tabung Haji shares with its client in all aspects. 
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Although, Tabung Haji is not an Islamic bank, it works very much the 
same way as an Islamic bank does in terms of mobilizing and utilizing financial 
resources. It has shown the way how Islamic banks can be established and 
how they can function successfully. As it also accepts deposit and makes 
investment. But the profit from investment Is supplementary to the primary 
objective as a hajj management institution. Tabung Haji is a good example of 
how a specialized saving-oriented financial institution can work successfully in 
accordance with the Islamic principles which have been replicated by many 
Islamic banking and financial institutions in and outside South-East Asian 
region. 
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CHAPTER VU 
ROLE OF ISLAMIC BANKING AND FINANCIAL INSTITUTIONS IN THE 
ECONOMIC DEVELOPMENT OF MALAYSIA 
INTRODUCTION 
Economic growth and development has been the most ambitious goal of 
policy-maker in every countries especially that of developing nations in their 
development and planning programme. In pursuing economic development of 
any economy, capital formation through various formal and informal financial 
institutions plays the key factor. The important is not only enough resource 
available that can bring about growth but rather how such resources are 
managed to realize such goal. 
Conventional as well as Islamic financial institutions both can play 
developmental role with respect to capital mobilization. The difference between 
them lies in the fact that in the conventional system, interest rate represents the 
crucial actor whereas under Islamic system, profit and loss sharing or rate of 
return represents the key mechanism. For Muslim countries like Malaysia, the 
main focus of capital formation as the mechanism of development has been 
diversified to include the role of Islamic banking and financial institutions. For 
the country in question has paid prime attention to draw up the son of the soil or 
Bumiputera towards participating in the process of economic development of 
the country as a whole. Before we conclude our research, it seems appropriate 
to examine the developmental role of Islamic banking and financial institutions 
in general and their role in the economic development of Malaysia in particular. 
This will show the vitality and viability of this industry. 
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ISLAMIC CONCEPT OF DEVELOPMENT 
It is worthwhile here first to go briefly into a definition of development and 
its various connotations and concepts which vary according to a number of 
economic schools of thought and which differ according to economic 
ideologies. Generally, development means 'growth' plus 'change'. It was often 
assumed that once economic growth was accomplished, other objectives such 
as elimination of unemployment, income inequalities and poverty would be 
realized automatically. Whereas 'change' implies structural change in the 
production and employment that the share of agriculture declines in both and 
that those of manufacturing and tertiary sectors increase.'' But economic 
development in this sense may not bring forth social, cultural, spiritual and 
moral uplift of the people. 
The subject matter of all economics, irrespective of whether it is 
mainstream or Islamic, is the allocation and distribution of scarce resources 
which have unlimited uses. However, precisely because of the scarcity of 
resources and their alternative uses, it is not every allocation and distribution 
that is acceptable to society. Hence, economics has also been directly or 
indirectly involved in a discussion of human well-being to be realized through 
an improvement in the allocation and distribution of resources.in conformity with 
the social vision.^ 
Unlike the secularist market paradigm, in Islam human well-being is not 
considered to be dependent primarily on maximizing wealth and consumption; it 
requires a balanced satisfaction of both the material and the spiritual needs of 
the human personality. The spiritual need is not satisfied merely by offering 
prayers, it also requires the moulding of individual and social behaviour in 
accordance with Shari'ah which is designed to ensure the realization of the 
maqasid al -Shari'ah, two of the most important of which are socio-economic 
justice and the well-being of all God's creatures.^ 
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In spite of its emphasis on morals, Islam does not recognize any 
watertight distinction between the material and the spiritual. All human effort, 
irrespective of whether it is for 'material', 'social', 'educational', or 'scientific' 
goals, is spiritual in character as long as it conforms to the value system of 
Islam. Working hard for the material well-being of one's own self, family, and 
society is as spiritual as the offering of prayers, provided that the material effort 
is guided by moral values and does not take the individual away from the 
fulfillment of his social and spiritual obligations, (deal behaviour within the 
framework of this paradigm does not thus mean self-denial, it only means 
pursuing one's self-interest within the constraint of social interest by passing all 
claims on scarce resources through the filter of moral values. 
Islam is, thus, deeply concerned with the problem of economic 
development, but treats this as an important part of a wider problem, that of 
human development. According to Khurshid Ahmad, "the primary function of 
Islam is to guide human development on correct lines and in the right direction. 
It deals with all aspects of economic development but always in the framework 
of total human development and never in a form divorced from this perspective. 
This is why the focus, even in the economic sector, is on human development 
with the result that economic development remained an integrated and 
indivisible element of the moral and socio-economic development of human 
society... .We would submit that the Islamic concept of development is to be 
derived from its concept of tazkiyah (purification plus growth), as it addresses 
itself to the problem of human development in all its dimensions and is 
concerned with growth and expansion towards perfection through purification of 
attitudes and relationships [with God, with man, with the natural environment, 
and with society and the state]. The result of tazkiyah is falah - prosperity in 
this world and the hereafter".'* 
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ROLE OF FINANCIAL SYSTEM IN ECONOMIC DEVELOPMENT 
It is not exaggeration to place considerable importance to the financial 
system in economic development and maintain that the lack of a developed 
financial system restricts economic growth, and, therefore, government policy 
should'be directed towards encouraging the growth of such a system. Financial 
system is viewed as a means to an end, the 'end' being economic 
development, and as a necessary input into the development process. 
However, it should be stressed that the availability and efficient use of finance 
can never be a sufficient condition for economic growth. Rather, it should be 
seen as only one of a number of necessary inputs, alongside natural resources, 
labour, markets, management, technology a'nd entrepreneurial ability. 
At the heart of most of the argument over the role of the financial system 
is the relationship between savers and investors.^ In a completely financially 
underdeveloped economy, there is no transfer of savings from one individual to 
another and the only investment possible will be out of personal savings. Thus 
investible resources are not efficiently utilized and those who do not wish to 
invest have no incentive to save. Financial intermediaries bridge this gap by 
providing such incentives and by helping to increase the volume and efficiency 
of the investment. Savers will now find that they have the possibility of a 
financial investment which offers them a return that may be preferable to 
continued high consumption or direct investment. Entrepreneurs will have 
access to savings other than their own, which increases the funds available to 
them for investment. Moreover, the development of financial instruments in the 
market will tend to channel funds towards the more productive investments. 
The argument relating to intermediation depends on a number of specialized 
financial institutions that will recognize the best investment opportunities and 
allocate funds to the perceived best investments and investors. This allocation 
function should then lead to an overall improvement in the efficiency as well as 
the volume of investment, thereby leading to faster economic growth.^ 
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Savers often prefer short-term to long-term savings as they represent 
less risk and loss of liquidity. In contrast, investors in physical assets require 
long-term finance, as the returns are generally long-term and these returns are 
needed before the debt can be serviced. By performing the important function 
of maturity transformation, institutions such as banks can meet the 
requirements of savers and investors simultaneously. 
Risk transfer is an equally important function. Many savers are reluctant 
to accept the risks of lending directly to (or taking equity in) those investors who 
are prepared to take such risks. Apart from the loss of liquidity involved in such 
direct financings, the savers may not have the requisite technical know-how or 
the financial and legal strength to protect their loans or investments. Such 
savers prefer to use financial intermediaries in which they have confidence and 
which are perceived to be sound. Because of their financial weight, these 
institutions are in a better position to invest in an information base and to 
diversify risk. 
THE CONCEPT OF DEVELOPMENT BANKING 
According to Rodney Wilson, the term 'development banking' has been 
increasingly used by economists and specialists in finance from or with an 
interest in developing countries. Yet there does not appear to be any clear 
definition about how it differs from other forms of finance. Does it merely refer to 
all types of finance, which are or could be available to developing countries, 
including external funding as well as finance generated from domestic savings? 
Should the definition be restricted to grant aid from rich to poorer nations, both 
bilaterally and through multinational donor agencies? A wider definition might 
include concessional loans at below market interest rates such as the World 
Bank's IDA (International Development Assistance) lending or finance from the 
United States Agency for International Development (USAID). Such assistance 
to the poorest developing countries is usually socially rather than economically 
motivated in anv case.^ 
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Such a definition presumably excludes middle-income countries such as 
Malaysia which no longer receive aid of this type. For the richer developing 
countries like Malaysia, the term 'development banking' implies an activity, 
which is commercial in nature rather than being charitable.^ 
With respect to Islamic development banking particularly or precisely the 
function of Islamic Development Bank (IDB), its activities, as described by its 
name, are oriented more towards development rather than commercial in 
nature, aiming to foster the economic development and social progress of 
member countries and Muslim communities individually as well as jointly in 
accordance with the principle of Shari'ah. The functions of the Bank are to 
participate in equity capital and grant loans for productive projects and 
enterprises besides providing financial assistance to member countries in other 
forms of economic and social development. For the Islamic commercial banks, 
their activities are commercial in nature, whereas development function is said 
to be a built-in consequences and spirit representing through various principles 
of function employed by the banks. 
ISLAMIC BANKING AND ITS ROLE IN ECONOMIC DEVELOPMENT. 
An Islamic bank is not just a bank that does not operate under the 
interest mechanism. It is a bank based on certain economic and philosophical 
principles. It is an institution dedicated to serve the community and to foster 
economic welfare for the people and is given to development of human 
resources based on Islamic values.^ The prohibition of interest from Islamic 
banking makes direct investment and equity participation or venture capital and 
profit-sharing a must. Profit-sharing through mudarabah and musharakah not 
only bring about greater efficiency in the allocation of resources but also reduce 
poverty, inequality distribution of income and concentration of wealth, and 
ensure better human resource mobilization and employment generation. The 
philosophical principle of Islamic banking institutions based, of course, on the 
injunction of Qur'an and Sunnah. The key belief of Islamic banking is that God 
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is the Creator and Ultimate Owner of the Universe and man, on earth, is His 
vicegerent. Thus, individual property is recognized but it is restrained by the 
teachings of God. Therefore, Islamic banks are not free to do as they please, 
but they have to integrate moral values with economic action. Money and 
property are social tools to achieve the social good.""" The objective of an 
Islamic bank should be profit-maximization, as being a common objective of 
any (value-based) business entity, and a strike of balance between 
maximization of profit and social welfare should also be honoured. 
Roles of Islamic banking and financial system towards economic 
development or industrialization process are discussed in the following heads. 
Islamic Banking and Capital Formation. 
Islamic bank is naturally a development institution involved in the 
mobilization of savings and investment. The struggle against hoarding, the 
system of zakat imposition on idle assets and the channeling of savings 
towards investment (on profit-sharing basis) to serve society in a way 
compatible with the principles of Shari'ah support such assumption. It is an 
economic, social, financial, and banking institution that strives to make capital 
plays its basic role in society. 
It is a basic assumption that rural people have a will as well as capacity 
to save. Potential new deposits can be mobilized more from the rural areas 
where a sizable portion of savings is being hoarded because of the absence of 
halal (permissible) outlets. The findings of Professor Ungku Abdul Aziz in the 
late 1950s^^ in Malaysia had shown that Muslims in rural areas are highly pious 
and had preferred to keep their savings hoarded and idle rather than deposit 
them in the interest-based banks. 
For the people in rural areas, predominantly Muslim, a large portion of 
savings is done by purchasing real assets (such as gold, jewellery, durable 
consumer goods, real estate, animal), which shall be liquidated in the future 
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when the saved parts of today's income are needed. For the economy as a 
whole, according to Volker Nienhaus, "this 'real asset saving' locks resources in 
the production of savings assets. These resources could be utilized for 
investments with a developmental impact only if people save not by buying real 
assets but by acquiring financial assets, i.e., depositing their money in (Islamic) 
bank accounts. In contrast to the real savings assets, 'financial assets' can be 
produced with only a negligible input of resources. A shift from savings in real 
assets to savings in financial assets would statistically increase the 
macroeconomic savings ratio without any retrenchment in the level of 'effective' 
private consumption, and additional productive factors would be set free for 
investment purposes".^^ 
It is crucial for achieving such a behavioral change that the rural 
populations find access to and confidence in banks. Local set-up Islamic banks 
are more suitable type of financial institutions than branches of nation-wide 
commercial banks active in the urban center. As in the urban center where 
interest-based commercial banks are well established, the concentration of 
newly established Islamic banking institutions in urban center would only find 
themselves in hard competition. They better be more alternatively active in 
rural area, which represents a relatively large market and form a network 
among themselves in commercial centers to utilize surplus funds from the rural 
areas in the urban commercial center. It will help to build up confidence if visible 
parts of the mobilized deposits are invested locally (and not in a distant 
commercial center). This will demonstrate the bank's commitment to local 
economy, which is important for its acceptance by the population. 
In the contemporary corporate wortd, the stock exchange plays an 
important role as financial intermediary between those who have surplus funds 
and those who need external and additional finance. In Malaysia, the Islamic 
capital market, through Kuala Lumpur Stock Exchange (KLSE), is an essential 
platform for the efficient mobilization of Islamic funds in various 
projects/enterprises' investment. There is a need to develop capital market 
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instrument to attract funds from such institutions as Tabung Haji, Islamic banks 
I'rV 
and Islamic unit trusts as well as the increasing number of individuals looking 
for Shari'ah-compliant investment.^^ 
Equitable Distribution of Income & Wealth 
The object of the Islamic economic system is to secure the widest and 
most beneficent distribution of wealth through institutional set up and through 
moral exhortation. Wealth must remain in constant circulation among all 
sections of the community and should not become the monopoly of the rich. 
This very qur'anic inspiration implies obligation on the rich who should, at their 
individual as well as collective level, try to develop the income earning capacity 
of the poor. 
Islamic banking is equity-oriented and the Islamic instrument of financing 
based on profit-sharing would ideally convert the role of Islamic banks or capital 
owners or depositors from creditors to partners. It allows the capital owners to 
share the profits and losses of the capital users. It, thus, provides equal 
opportunities to all entrepreneurs to apply for financial accommodation from 
Islamic financial institutions. The entrepreneur's lack of capital does not stand in 
the way of his securing finances (as it would be in the interest-based economy 
which requires creditworthiness and collateral from the borrower) if the project 
is, otherwise, profitable and promises good returns on the capital. The 
technique of profit-sharing can help circulate wealth in the economy and can 
also provide better opportunities for that class of society without capital (but 
possess entrepreneurial skills). Also, since the capital owner and the human 
resources joining the profit sharing contract share the profit, there are more 
chances of better distribution of the benefits of growth between the capital 
owner and labour than there would be in a situation where entrepreneur is 
solely responsible for the capital borrowed under interest-based system. This is 
proved to be more just and equitable manner of distribution of income and 
wealth in the society. Through Islamic banking concept, wealth is no more 
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concentrated in few hands among the capitalists. It would not be possible for 
anyone to earn an income on savings without being willing to share risks of 
business. Thus, ownership, fruits and risks of business will be more widely 
distributed in an Islamic system than is possible under capitalism. 
According to M. Fahim Khan, the Islamic system works against the 
concentration of wealth in two ways. On the one hand, prohibition of collateral 
to guarantee the repayment of principal with a fixed return on capital 
irrespective of the productivity of capital means the wealthy class loses the 
advantage of its wealth and all entrepreneurs stand on an equal footing with 
respect to their claims for the use of capital only on the basis of the profitability 
and feasibility of their projects. Small and medium-scale entrepreneurs thus 
have much better chances of attracting the capital than they would have done 
in an interest-based system. 
On the other hand, since banks no longer have a guaranteed, pre-
determined rate of return on capital, they now look for not only more profitable 
projects (irrespective of the wealth status of the entrepreneurs), but also to 
diversify their investments so as to minimize risk. Such diversification, of 
course, gives small and medium entrepreneurs more chance to acquire the 
bank's capital. The built-in motivation in the Islamic system for the banks to look 
for the more profitable projects and diversify their investments achieves greater 
efficiency and equity simultaneously. Conversely, interest-based banking, 
according to him, has a built-in mechanism to work against equity 
consideration without gaining much on the efficiency grounds.^'' 
Better Utilization of Human Resources, Generation of Employment, and 
Poverty Elimination. 
In most of the developing countries, human as a factor of production 
exists in abundance. Human resource is an essential active engine of the 
growth process. A good organized structural plan, high quality resources, and 
high technology will still fail to help the country to achieve its aim of 
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development if it does not have efficient and competent or proper utilization of 
human resource available. A lot of effort must be put to utilize the available 
human capital. As an active engine of growth, they are the one who will exploit 
natural resources; accumulate capital; built up social, economic and political 
institutions; and be the catalyst for the growth process. They also provide 
important factors of production in the growth process, which is labour and 
entrepreneurship. 
Entrepreneurs are men and women with knowledge and innovative 
concepts, with ideas how to do things better and use resources more efficiently 
- but without sufficient own financial means for the realization of these ideas. 
The realization of their ideas will not only enhance the income of the 
entrepreneurs, the more effective utilization of resources shall crate more jobs, 
additional income, and economic growth. These are benefits for the society. 
There is no reason to assume that entrepreneurial talents and innovative 
ideas could be found only within the (usually small) group of today's capital 
owners, i.e., within the established capitalist elites.^^ But potential 
entrepreneurs outside capitalist elites face serious problems to get finance for 
their ideas. The reasons are manifold, e.g., lack of collateral, high transaction 
costs, more profitable alternatives for commercial banks (e.g., financing budget 
deficits and trade), consideration of banks for the interest of present customers 
(whose market position may be challenged by new entrepreneurs), etc. 
Following or parallel to the creation of self-employment for poor people, 
financing should be made available for potential or actual entrepreneurs in the 
growing informal sector. 
Islamic financial system has more relevant role to play in mobilizing 
capital and human in order to reduce unemployment and improve standard of 
living and welfare of the people. It is assumed that the Islamic financial system 
has a more powerful built-in model of human resource mobilization than the 
existing models developed under conventional economics. But the scope of this 
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paper will be confined to the discussion of various feature of Islamic financial 
system with specific reference to the mobilization of human resources, which 
according to M. Fahim Khan,^^ are as follows. 
1. The system has a provision for qard hasan for needy people. The 
institution of qard hasan will provide capital to people with little means, 
which, by definition, means the promotion of labour-intensive activities. 
2. The system entitles the capital to earn a return only by bearing some of 
the risk associated with the activity. There are various Islamic modes of 
financing. Some modes may not mean risk bearing to the full extent or 
for the entire period of financing (as in leasing-based or trading-based 
modes of financing). Some modes of financing, however, imply risk 
bearing for the entire period of financing. Participatory forms of financing, 
which include mudarabah and musharakah, participate in the risk 
bearing to the full extent of the invested capital and for the entire period 
of financing. 
Introduction of the participatory modes of financing as a core of the 
Islamic financial system allows the following features to emerge and prevail in 
the economy, promoting high level of employment, standard of living, and 
human resource mobilization. 
2.1. Profitability of the project becomes the primary consideration for 
financial accommodation. Credit-worthiness becomes the secondary 
consideration, because the return on the project is not fixed but 
depends on the profitability of the project. In contrast, in the interest-
based system, which guarantees principal with interest, credit-
worthiness is the primary consideration and the profitability of the 
project becomes secondary importance. Although credit-worthiness 
may still exist in some form in the Islamic system, its magnitude is not 
likely to be as great as in the interest-based system where guarantees 
286 
and a fixed return are required for the capital borrowed as well as 
ensuring credit-worthiness in the form of collateral. 
2.2. Financial institution may not be as inclined to finance large enterprises 
as they are in the interest-based system. Neutrality to the size of the 
enterprise is more likely to prevail. Profitability has generally been 
founded, empirically to be independent of the size of the enterprise. 
(The interest-based system has a clear bias towards financing large 
enterprises as the credit-worthiness of large enterprise is generally 
more easily established than that of small enterprises). 
2.3. Finance has a chance to be more widely spread and distributed in the 
economy. Since the return on financial capital is associated with risk 
bearing, the diversity of the portfolio is a key to minimizing risk. The 
interest-based system has no compulsion to diversify because with the 
credit-worthiness feature, diversity will not help reduce risk and be 
more likely to increase it. 
2.4. As a logical conclusion, when profitability and diversity are the primary 
considerations and there is nothing to suggest that these two elements 
are positively related with the size of an enterprise, small enterprises 
will get more encouragement and support from Islamic financial 
institutions. Smaller enterprises require smaller financial 
accommodation and, hence, diversity and the spread of risk become 
less by dealing with smaller enterprises. 
It can be boldly concluded here that the small and medium enterprises 
are emphasized and given more significance under Islamic financial system. 
This will, no doubt, create more employment generation from the real sector 
and better standard living of the poor people and entrepreneur as well as foster 
new class of entrepreneur. 
287 
2.5 There is more likelihood of the efficient utilization of capital under the 
Islamic financial system, which forces financial institutions to look for 
the most profitable and feasible projects. Under the interest-based 
system, there Is no such compulsion as the return on capital is fixed 
and guaranteed by collateral. 
Thus, the Islamic financing on participatory basis has no built-in 
incentive towards capital intensity. Also under the system, there is no built-in 
mechanism to allow the concentrafion of capital in a few hands. Credit-
worthiness and collateral need, though they may exist, will be of secondary 
significance. Furthermore, participatory finance yields a risk-bearing return and 
risk can be minimized by distributing capital on several projects. The 
concentration of capital and, hence, capital intensity is likely to decline with the 
introduction of participatory finance. 
Although the leasing-based and trading-based modes of Islamic 
financing may have a tendency towards concentration of capital intensity (as 
compared to participatory finance). This tendency is likely to be lower than that 
in the interest-based system. This is due to the fact that large entrepreneurs do 
not have as much advantage as they have in the interest-based system, since 
goods or assets involved in trading or leasing-based financing can themselves 
serve the purpose of collateral. 
Moreover, the Islamic financial system helps to correct factor price in 
several ways. Firstly, a fixed rate of interest in periods of inflation moves the 
relative factor prices against labour, making labour relatively increasingly more 
expensive. The Islamic financial system does not create this distortion in 
participatory finance where inflation will inflate the share in profit and, hence, 
the relative price of capital will not be reduced because of inflafion alone. 
Secondly, it corrects the price of entrepreneurship vis-a-vis capital. In the 
interest-based system, all productive risks go to the entrepreneur and 
I 
entrepreneurship, therefore, becomes a too costly factor compared to capital, 
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which remains cheap irrespective of how risky it may be to initiate productive 
activities. Thus, there is no demand or very little demand in the society for 
entrepreneurship, although there is a lot of demand for capital. Hence, there is 
no (price) incentive for capital to take up the role of the entrepreneur. The 
relative prices have all the inventive for the capital to be only a fixed income 
earner. 
Thirdly, it also corrects the price of entrepreneurship vis-a-vis the price of 
labour. Employees on a fixed wage basis and self-employed entrepreneurs 
who have their own business both provide human efforts. The latter, however, 
face the risk of losing the capital invested in their business while the former face 
no risk. In the interest-based system where capital is guaranteed with a certain 
fixed return, the risk is too much for the human resources to take up an 
entrepreneurial activity. This is particularly true for the human resources with 
little means. The interest-based financial system, thus, distorts the choice of 
human resources between taking up an entrepreneurial activity or a fixed wage-
paid job. There is more demand for labour activity than for entrepreneurial 
activity. The Islamic financial system, particularly under participatory financing, 
corrects the choice, as the cost of taking up an entrepreneurial activity is 
reduced by forcing capital to share the risk. 
3. There is a system of social insurance (in the from of zakat and charity) 
that is meant to meet the subsistence needs of those whose subsistence 
is threatened for any reason. Although it is not directly a part of the 
financial system, it has significant implications for supplementing the role 
of the Islamic financial system in mobilizing human resources. The 
institution of zakat and charities can be organized (through state body or 
private voluntary sector including Islamic banks which have a zakat 
division) to motivate and mobilize human resources involvement in an 
enterprise. By guaranteeing subsistence of new entrepreneurs (in case 
they fail) and/or in guaranteeing the principal amount of loans that the 
new entrepreneurs have borrowed. These institutional provisions can 
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further supplement the Islamic financial system's potential for mobilizing 
human resources. 
Islamic Banking and Growth with Stability. 
According to Tan Sri Dato' Dr. Lin See Yan, a former Deputy Governor 
of Bank Negara Malaysia,''^ the allocation of resources in an islamic financial 
system is growth-oriented because : 
(a) it encourages efficiency in the mobilization, utilization, and allocation 
of all resources; 
(b) it promotes profit maximization so long as this approach also 
promotes social welfare; 
(c) under the Shari'ah, inflation is repugnant to the just society, i.e. 
monetary expansion as a source of financing development is only 
acceptable so long as it is not inflationary; and, 
(d) it offers an arrangement (as opposed to the interest-based financial 
system) that is equitable and stable, i.e., promote distributive justice. . 
When it comes to the question of stability, all things considered, there 
appears to be room for offering some remarks on the stability of an equity-
based Islamic financial system. The profit in the equity-based system will be 
dependent on the profit-sharing ratio (PLS ratio) and the ultimate outcome of 
the business. The share of the entrepreneur or financier cannot fluctuate 
violently from month to month. Moreover, the distribution of the total return on 
capital between the entrepreneur and financier would be determined more 
equitably by economic considerations and not by speculative financial market 
force. This factor should tend to have the effect of substantially reducing 
business failures, and in turn dampening, rather than accentuating, economic 
instability. Minsky argues that when each firm finances its own cash flow and 
plans to invest its own retained profits, there is no problem of effective demand, 
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the financial system is robust and investment has great inertia. When firms can 
raise outside finance direct from renters or through the banks, they are liable to 
instability. Schemes of investment are planned that are viable only if the overall 
rate of investment continues to rise. A fragile debt structure is built up. When 
the acceleration in the rate of investment tapers off, some business find current 
receipts less than current obligations, and a financial collapse occurs.^^ During 
a boom, equity holders experience capital gains and increase the ratio of 
expenditure to income; when the boom breaks, thriftiness increases. Thus, 
long-run average growth may occur in cycles.^^ 
Interest rate volatility has defeated all efforts to restore stability in 
exchange rate. In a fixed parity system, it is impossible to keep the exchange 
rates pegged because of the movement of 'hot' money to take advantage of 
interest rate differentials. The effort to keep the exchange rate pegged leads to 
a significant loss of central bank reserves and impairs confidence in the 
strength of the currency. In a floating exchange rate system, where the rate 
tries to find its own equilibrium level and fluctuate excessively from day to day 
in response to international interest rate movements bearing no relationship to 
underlying economic condition, it become difficult to predict exchange rates. 
This renders long-term planning almost impossible. A country facing a 
recession is unable to keep its interest rate low because such a policy leads to 
an outflow of funds, depreciates the exchange rate of its currency and raises 
the cost of living.^° To prevent an even deeper plunge in the value of its 
currency, the recession-ridden country is forced to maintain interest rate at a 
higher level than dictated by the need for recovery. This in turn slows down the 
recovery and undermines confidence in the government. 
The elimination of interest and its replacement by profit-sharing would 
not only change the level of uncertainty but also redistribute the consequences 
of uncertainty over all parties to a business. It would moreover, by removing the 
daily destabilizing influence of fluctuating interest rates, bring about a 
commitment of funds for a longer period [such as foreign direct investment 
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(FDI)] and also introduce a discipline in investment decisions. In such an 
environment the strength or weakness of a currency would tend to depend on 
the underlying strength of the economy, particularly the rate of inflation and 
exchange rates. Accompanied by the Islamic emphasis on internal stability in 
the value of money, exchange rates should prove to be more stable because all 
other factors influencing exchange rate, such as cyclical developments, 
structural imbalances, and differences in growth rates are of a long-run nature 
and influence expectations about long-term trends in exchange rates.^ ^ 
Moreover, in the Islamic system, there will also be a greater 
interdependence and a closer relationship between investment and deposit 
yields because banks can primarily accept investment deposits on the basis of 
profit-sharing and can provide funds to the enterprises on the same basis. Due 
to the fact that the retum to liabilities will be a direct function of the return to 
asset portfolios and also because assets are created in response to investment 
opportunities in the real sector, the return to financing is removed from the cost 
side and relegated to the profits side, thereby allowing the rate of return to 
financing to be determined by the productivity in the real sector. Mohsin khan 
pointed out "the application of the mudarabahlmusharakah-based system 
to the liability of banks makes the banking system more stable than in the 
interest-based system. This is because the liabilities of banks move in line with 
their assets and any shock to assets does not create an immediate crisis for the 
equilibrium of banks. Furthermore, the flexibility of prices in adjusting to change 
in supply and demand is the crucial for ensuring stability. Capital pricing based 
on sharing profits and losses is helpful in maintaining the equilibrium of the 
supply and demand for capital as well as for entrepreneurs".^ ^ It will thus, be 
the real sector that determines the rate of return to the financial sector in 
Islamic financial system rather than the other way around. For these reasons. 
Islamic banking tends to reduce the vulnerability of the capital importing country 
to fluctuations in the level of capital inflows and to a sharp slowdown of new 
investment due to uncertainty among investors.^ ^ 
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Thus there is a great potentiality of Islamic banking system towards 
economic development. However, Islamic baking would be judged and 
assessed not by its name, but by the service and operation whether it is 
consistent with the teachings of Islam, i.e. for general welfare of the people. 
There are some indicators, which lead to inference that most of the 
Islamic banks have not been able to give sufficient attention to financing 
activities of a developmental nature. From the data given in the IRTI stud/'* 
(Islamic Research and Training Institute, IDB), it appears that most of the 
finance being provided by Islamic banks went to trade sector. Data relating to 
the tenn structure of finance in the same study showed that most Islamic banks 
concentrated on providing short-term finance of six month or less or medium-
term finance of one year or less. These data corroborate that development bias 
is not prominent in their financing operations. However, time series data which 
are available for some Islamic bank shows that as a bank grows in age and 
experience, it tends to bring about a shift in the pattern of its financing operation 
in favour of both longer duration financing and greater attention to the 
developmental requirements of agriculture and industry;^ ^ and that it expands 
its client base and pays greater attention to its social responsibilities by 
extending larger assistance to small scale industries and new employment 
generating activities.^ ^ 
THE STATE OF MALAYSIAN ECONOMY 
Malaysia is one of the South-East Asian countries which has enjoyed a 
very high economic growth rate. It has succeeded in utilizing natural and 
financial resources and manpower to eliminate backwardness, which is the 
heritage of the Muslim countries. The economy has made quantum leaps in just 
over three decades. It is noteworthy that rapid economic growth has been 
accompanied by a more equitable income distribution without significant 
inflationary overtones. Trade represents the life-blood of the Malaysian 
economy with foreign direct investments playing a pivotal role in the 
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industrialization process. Economic openness has brought prosperity as well as 
vulnerability. To be specific, the economy has been fairly resilient until it was 
caught in a major currency turmoil that began in micl-1997. However, the 
economy rests on solid foundations built since independence in 1957. The 
current problems are viewed as no more than a passing phase. There is basis 
to expect that Malaysia's strong economic fundamentals will reassert 
themselves, in no uncertain terms, once the dust has settled. 
Development Strategies and Macroeconomic Performance. 
Malaysia's track record in terms of economic development is very 
impressive. During 1985-95, the per capita GDP growth rate averaged 5.7% in 
real term and investment accounting for 41% of GDP in 1995. By the same 
year per capita GDP figure had reached US$ 3,890 and if an allowance is 
made for differences in international purchasing power reflecting relative prices, 
the rfeal GDP per capita figure was US$ 9,020 according to United Nations 
estimates. Malaysia is therefore securely in the middle-income economy 
category, indeed it is near the upper end, as US$ 10,000 is the dividing line into 
the upper-income economies.^ ^ 
The overall incidence of poverty (percentage of poor households) in the 
country declined from 49.3% in 1970 to 8.9% in 1995. The ratio of Bumiputera 
(indigenous) household mean income to that of others has improved. In terms 
of rural-urban disparity, the ratio of rural mean income has increased from 
47.0% in 1970 to 54.5% in 1995. The quality of life has improved enormously in 
terms of amenities in reJation to population size.^ ° Unemployment rate has 
declined significantly from the highest point 8.8% in 1986 to about 3.0% in 
1999. This posed the average unemployment rate during 1988-99 at 3.9%.^ ^ It 
is also remaricable that Malaysia has been able to register high GDP growth 
without inflationary pressure, except during the mid-1970s when double-digit 
inflation was experienced in the midst of the 'oil shock'. During high growth rate 
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of 1987-96, inflation was kept at 3.4%. In 1996, inflation stood at beJow 3.0% °^ 
and the rate decelerated further below 2.0%.^ '' 
The only sign of overheating for the Malaysian economy has been the 
growing deficit in the current account of the country's Balance of Payments 
(BOP). Traditionally, Malaysia has enjoyed trade surpluses with sporadic 
current account deficit due to huge shortfall in the services account. In 1995, 
current account BOP deficit amounted to 10.5% of GNP, declining to 5% of 
GNP in 1997. Until lately, these deficits have not posed a serious threat to the 
Malaysian economy, as these were more than offset by substantial foreign 
investment inflows.^ ^ 
Economic crisis is not new to Malaysia. It experienced a severe 
recession in the mid-1980s with a negative gross domestic product (GDP) 
growth in 1985 (i.e., -1.1), but it pulled itself out of the doldrums with remarkable 
speed. Since 1987, the Malaysian economy was growing at an average rate of 
over 8.5 % per annum till 1996 in which the rate was 10.0%. In the first half of 
1997, the GDP growth averaged 8.3% on an annualized basis before the 
currency crisis hit the country in July 1997. Despite the currency crisis, the 
Malaysian economy posted 7.5% growth in 1997,^ ^ indicating that the real 
sector of the economy was yet to feel the pinch. Nonetheless, if the experience 
of the mid-1980s is at guide, one should be quite confident of Malaysia's 
capacity to overcome the present difficulties, In 1998 the country experienced a 
negative growth rate at -7.5% of GDP before recording a strong positive growth 
of 5.4%, higher than the earlier forecast of 4.3% in 1999, showing a great sign 
of recovery.^ 
The government of Malaysia has adopted policies leading to high 
economic growth and coordinate socio-economic development avoiding 
ethnical conflict between the Bumiputera and the immigrants predominantly 
Chinese. In order to achieve this aim, the Malaysian government in the past 30 
years implemented two major programmes, namely the New Economic Policy 
295 
(NEP), 1971-90, and the National Development Policy, 1991-2000.^ ^ The first 
programme of prospective economic movement had led to rapid economic 
grovirth, reduction in poverty and unemployment, and created a relative 
economic balance among the various ethnic group of this multi-ethnical 
country.^ ^ 
The Second Outline Perspective Plan (SOPP), of the second 
programme (National Development Policy) covering the period 1991-2000, 
attempted to formulate policies and strategies to meet the challenge of 
achieving the status of an industrialized and fully developed nation by the year 
2020. The thrust of the vision 2020 is the creation of a united Malaysian nation, 
which is fully developed in all respects, viz. economic, social, political, 
psychological and cultural. The major thrust of the Plan is the role of the private 
sector, (including FDI), as the engine of growth. As such, human resource 
development becomes the primary concern. The improvement of 
entrepreneurship, skills and management capacity to undertake investment 
activities to generate rapid economic growth is a necessary precondition. 
Malaysia is aiming for a balanced development-economic growth with a 
concern for equity, social justice and improved ethics, social welfare and 
standard of living.^ ^ 
Structural Development 
The ambition of the government of Malaysia to turn the country into a 
major manufacturing economy has made manufacturing a leading sector. With 
the implementation of Malaysia's industrialization drive and export promotion 
strategy during the last decade (1988-97), the industry base was strengthened 
and growth of value-added in the manufacturing sector increased strongly by 
13.9 % per year during the period 1988-97. The manufacturing sector was the 
leading growth sector increasing its contribution to GDP to 29.9 % In 1997 from 
19.8 % in 1987. The policy framework laid by the First Industrial Master Plan 
(1986-1995) and the subsequent liberalization and deregulation of the economy 
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after the recession years of the mid-1980s provided the foundation for rapid 
growth of this sector. During 1989-99, production of resource-based industries 
was higher at 16.9 % led, mainly by the electronics and electrical products, 
transport equipment, metal products and paper and paper product industries. In 
particular, Malaysia had become one of the world largest exporters of 
semiconductors, a major producer of colour television sets and room air-
conditioners by early 1990s. With the establishment of the national car 
manufacturer (representing a national heritage of Malaysia) namely. Proton in 
1983 and Perodua in 1993 (having proven successful in the United Kingdom 
and other export markets), the transport equipment industry posted the 
strongest growth of 21.6% in 1988-97.^° 
Significant development occurred in the service sector, reflecting the 
changing role of the sector and the effect of the policy measures undertaken by 
the government to develop the service sector as a new growth sector so as to 
accelerate the transformation of Malaysian economy into a high technology-
driven and high value-added economy. Valued-added in the services sector 
has increased at a stronger pace than the overall expansion of the economy. 
As the pace of industrialization became more rapid, capital investment in the 
services sector was promoted intensively during the 1990s. Rapid technological 
progress, the globalization of the world economy and the deregulation and 
deepening of financial markets have increased the inter-linkages between the 
services sector and the other sectors of the economy, in particular the 
manufacturing sector. During the period 1988-97, value-added of the services 
sector recorded a strong growth of 10.8 %. In 1998, it declined marginally by 
0.8 % as the economy contracted, before recovering to record a growth of 0.6% 
in the first half of 1999. More recently, the government expedited reform on the 
financial sector. All these measures are aimed at improving the 
competitiveness of the services industries to prepare for an increasingly 
liberalized environment. The share of the services sector as a percentage of 
GDP increased from 45.3% in 1987 to 51.8% in 1997.^^ 
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As regards to other sectors contributing to the GDP, the construction 
sector expanded by an average rate of 12.9% during the period 1988-97. 
Nevertheless, its relative share of GDP remained relatively small at 4.8% in 
1997 (1987:3.5%). Whereas the agriculture, forestry and fishing sector declined 
in relative importance during the decade (1988-97). The contribution of this 
sector to GDP declined to 9.1 % in 1997 from 20% in 1987. Within this sector, 
the contribution of crude palm oil, fisheries and non-traditional agriculture (e.g. 
fruits, vegetables and floriculture) increased over the decade while that of 
rubber and saw logs declined. Within the sub-sector of non-traditional 
agriculture, the fruits, vegetable and floriculture industry group, comprising 
mainly small and medium-scale units, has shown signs of consolidation to 
larger-scale operation and has become increasingly commercialized. The 
production as well as exports of this sub-sector has increased over the years 
and in 1997 its share in agriculture rose to 29% from 23% in decade eariier. 
During 1998, this sector recorded a decline of 4.5% before turning around to 
record a positive growth of 2.8% in the first half of 1999.''° 
In the mining and quarrying sector, value-added rose moderately at an 
average annual rate of 3.5% during 1988-97, resulting a lower share to GDP of 
7.3% in 1997 (1987:12.6%). Output was contributed primarily by production of 
crude oil and natural gas reflecting the Nation Depletion Policy aiming to ensure 
sustainable exploitation of natural resources. In 1998, value-added in this 
sector recorded a positive growth of 1.8 % before declining by 4.1% in the first 
half of 1999.^ ^ 
I 
The Malaysian economy has always been very trade-dependent. 
Indeed, trade represents the life-blood of the economy. The ratio of exports to 
gross national product (GNP) has risen from 48.2% in 1965 to 100.3% in 1996. 
the total value of exports and imports is twice as large as the country's national 
income. The composition of exports has changed dramatically, reflecting the 
changing profile of he economy. The share of primary export in total exports 
has declined from 79.6% to 17.5% between 1970 and 1996. By contrast, the 
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share of manufactures in total exports has risen sharply from 11.1% to 80.6% 
during the same period.'*^  
The structure of Malaysia's imports has also undergone major changes. 
The ratio of consumption goods to total imports has fallen from 28.5% to 14.6% 
between 1970 and 1996, while that of investment foods and intermediate goods 
have increased conversely.'*^  The changing structure of imports reflects the 
industrialization process, which in itself is highly import-dependent with 
increased demand for machinery and intermediate inputs. 
Foreign direct investment (FDI) has played a crucial role in the 
development of the Malaysian economy. As a matter of fact, trade and 
investment are interrelated. Much of the manufactured exports are associated 
with FDI activities in the country. Malaysia's main trading partners, namely 
Japan, Singapore, the US and Western Europe have also been the major 
sources of FDI for Malaysia. It was only recently that Taiwan and Korea have 
emerged as important investors in Malaysia. FDI has gone into a wide 
spectrum of manufacturing activities, ranging from food processing to the 
production of scientific and precision instruments. Nonetheless, electronics, 
chemicals, textiles and wood products account for the bulk of FDI stakes in the 
country.''^  
Another salient feature of Malaysian economy is the booming of 
corporate sector because of various factors especially sound economic and 
financial policies and political stability in the country. Malaysia has learnt some 
lessons from the Japanese experience in the development of small and 
medium-sized industries (SMIs). It is argued that for the country to be fully 
industrialized, SMIs have to be well managed and they have to be efficient and 
competitive in the world market. It is not the abundance of money that makes 
SMIs successful and competitive in the world market, but rather it is the 
management of money and that is indeed a real challenge that faces the 
entrepreneur in the new world economic order. The government has paid 
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attention to developing the entrepreneur culture showing a gradual change of 
Malaysian government policy in recent years, from one of neglect to one of 
promoting SMIs in recognition of their vital role in the overall economic 
development."*^ 
In this connection, the role of Islamic banking and finance is significant. 
As pointed out earlier, there is a great scope of Islamic banking and financial 
system towards the promotion of small and medium-sized venture capital in the 
corporate sector. 
Financing the Economy: Reliance on the Banking System 
The Malaysia's economic development has been helped by the high 
level of domestic resources, in relation to GDP, through banking institutions and 
corporate securities via issuing of bonds and equity as well as long-term loans 
from the provident and pension funds. Overall, much of the financing was 
intermediated through the banking system. As the ratio of (banking) deposits to 
GDP was very high at 154% of GDP in 1997."^ This ratio was 23.9% in 1971, 
32.9% in 1980 and 30.4% in 1991. There is of course, a high correlation 
between domestic savings ratios and investment. For Malaysia, the ratio of 
investment to GDP rose from 22.4% in 1971 to 30.4% in 1980, 35.9% in 1991''^ 
and further to 149% in 1997.''^ In these circumstances, it would be easily 
argued that there is no financing gap in Malaysia and therefore development 
finance is not really an issue. This may be the case at macroeconomic level, 
but at the microeconomic level there are gaps. The development of the country 
has been uneven, with much of investment concentrated in the region of 
national capital. Furthermore, despite three decade^ having passed since the 
New Economic Policy (NEP) and National Development Policy were 
introduced, many of the Bumiputeras have not participated actively in the 
development process. Bumiputera individuals still own less than 10 percent of 
the corporate sector, and over one quarter of the rural population is classified 
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as needy. As a majority of the Bumiputeras are Muslims, it is with respect to 
this group that there is potentially a clear role for an Islamic banking system.'*^ 
ROLE OF ISLAMIC BANKING IN ECONOMIC DEVELOPMENT OF 
MALAYSIA 
The role of Islamic financial system, like conventional system in the 
economic development of Malaysia is significant from the very aspects of its 
potential development function outlined earlier. However, to what extent and 
how much the system has contributed to such development is difficult to 
measure in arithmetic temn as is for some aspect of development that can 
never be precisely measured in mathematical term. Nevertheless, some 
aspects of contribution of Islamic financial system to the development of 
Malaysia's economy can be categorized as under. 
Islamic Banking as a Source of Drawing Non-Banked Savings 
The chain of Islamic banking strengthens and broadens the capital 
fomnation of the country with respect to drawing non-banked savings, on 
religious ground, into the financial system for the purpose of investment. This 
aspect has been already discussed eariier, based on the finding of Professor 
Ungku Abdul Aziz in the late 1950s in Malaysia (see chapter 6) 
Overall Islamic Banking Performance In Malaysia 
Total Resources 
Total resources of Islamic banking over the period 1988-1992 expanded 
at an average annual rate of 4.1% from RM 1.4 billion as at December 1988 to 
RM 1.7 billion as at December 1992. Deposits remained the primary source of 
funds, accounting for 93.6% of total resources. For the period 1993 to June 
1999, Islamic banking resources increased rapidly at an average annual rate of 
56.8%. Total resources increased form RM 2.4 billion in 1993 to RM 34.1 billion 
in June 1999, largely attributed to the increase in total deposits, shareholders' 
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funds of the Islamic bank and Islamic banking funds (IBF) of the SPI (interest-
free banking scheme) banking operations. The Islamic bank increased its paid-
up capital from RM 133 million to RM 500 million, while the SPI banking 
institutions increase their IBF from the minimum threshold of RMI million to RM 
5 million (for commercial banks and finance companies) and to RM 3 million 
(for merchant banks) beginning 2nd January 1999.^° 
Total Deposits 
Total Islamic banking deposits registered marginal growth during 1988 to 
1992 with an average annual growth of 1.3%, attributed to the deposits of the 
single Islamic bank. At the end-1992, the total deposits of the Islamic bank 
amounted to RM 1.3 billion. The Islamic banking deposits mobilized by the SPI 
banking institutions and the Islamic bank recorded strong growth during the 
period 1993-1999. Total deposits recorded an average annual growth of 65.7% 
from RM 2.2 billion in 1993 to RM 26.1 billion as at end-June 1999. The high 
growth rates were mainly due to the intensive publicity campaign to promote 
Islamic banking, the increased awareness among the public on the availability 
of Islamic banking products in most banking institutions, the increase in number 
of branches available in providing Islamic banking services throughout the 
country, and the relatively competitive returns of Islamic banking deposits as 
compared to the returns on conventional deposits.^^ 
During the period 1993 to end-June 1999, the private sector remained 
as the major depositor in the Islamic banking system. As at end-June 1999, 
deposits from business enterprises accounted for 26.2% of total deposits, 
followed by the individuals (21.6%) and financial institutions (11.8%). 
Nonetheless, deposits from government agencies had improved significantly, 
with most of the deposits coming from statutory authorities (12.4%)' and the 
Federal government (8.5%). Despites from government bodies were mainly in 
the form of current deposits. The coniinued strong domination of the private 
sector deposits reflected the general expansion of business activities in the 
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economy and the growing acceptance of Islamic banking concepts by 
individuals.^^ 
In terms of deposits by type, nearly three-quarters of the total deposits 
were in the form of investment deposits during the period 1993 to end-June 
1999. As at end-June1999, investment deposits constituted 71.3% of Islamic 
banking deposits. Savings and demand deposits represented 9.0% and 16.7% 
respectively. Investment deposits continued to register a higher growth rate vis-
a-vis savings and current deposits, recording more than 90% annual growth in 
1998 (108.9%) and in the first half of 1999 (87.1%). This obviously implies 
greater confidence in the Islamic banking system than in the conventional 
banking during and aftermath the crisis. The introduction of the Islamic 
Negotiable Instruments (INI) in December 1998 provided an additional funding 
avenue for the Islamic banking institutions. As at end-June 1999, the 
outstanding balance of INI in the market was RM 399 million.^^ 
In terms of maturity structure of the investment deposits, there was a 
marginal change in the maturity profile for the period 1993 to June 1999, with 
bulk of investment deposits placed in short-term maturities. As at and-June 
1999, investment deposits of 6-month maturity and less accounted for 85.6% of 
total investment deposits compared to 78.8% in 1993.^ It is appropriate to 
conclude here that most depositors prefer short-term deposit to long one 
representing less risk and faster liquidity as well as return from the investment 
account. This aspect may not altogether be hindrance to the development 
process but rather supportive. As most of deposits with Islamic banking 
institutions are in investment accounts for the purpose of investment, the 
Islamic banks by performing the important function of maturity transformation 
can meet the requirement of savers, (i.e., liquidation of deposits on maturity) 
and investors (i.e., continuation of project) simultaneously. This process is 
conducive to growth. 
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Total Financing 
During 1988 to 1992, total financing recorded an annual average growth 
of 12.9% from RM 646 million in 1988 to RM 1,046 million in 1992. As at end-
December 1993, the extension of credit following the inception of SPI remained 
insignificant as, reflected by a growth of only 5.0% in 1993 (RM1.1 billion). 
Although the number of banks participating in the SPI increased, they preferred 
to focus their pilot operations in deposit-taking products, which were much 
more easier to manage as compared to financing. From 1994 to 1997, the 
situation began to improve when Islamic financing recorded an average annual 
growth of 77.8%. The period 1994-1997 also coincided with the emergence of a 
number of unit trusts managed under Islamic principles, which increased the 
appetite for Islamic financing for the purchase of unit trust funds. From mid-
1997 onwards, total financing recorded a relatively small growth following the 
financial crisis. The tight liquidity and risk aversion of banking institutions had 
adversely affected the momentum of credit extension. The increase in the level 
of prepayments and small drawdowns also contributed to the slow growth of 
1.8% during 1997-1998. The rebound of the Malaysian economy since the 
second quarter of 1999 saw the growth rate in financing improving to 6.8% for 
the first six months of 1999.^^ 
In terms of direction of financing, the bulk of financing extended by the 
Islamic bank during 1988-1992 concentrated on three main sectors, namely the 
manufacturing sector (24.8%) real estate and construction sector (23.1%) and 
residential houses (20.4%). As at end-December 1993, the sectoral profile 
charged slightly whereby financing to the manufacturing (29.6%) residential 
properties (19.2%), purchase of shares (8.3%) and construction (7.9%) sectors 
accounted for the bulk of the financing portfolio. As at end-June1999, 22.4% of 
the total financing was extended to the residential property sector, 19.8% to the 
real estate and construction, 12.2% to manufacturing, 11% to transport and 
storage sector and 8.6% was credit for consumption purposes. It is noteworthy 
that, while financing of others sectors remained more or less unchanged, the 
304 
financing for the manufacturing sector contracted more tfian 50% and that of 
services sectors increased. This reflects the government policy to place 
significance on the service sector as a growth-led sector in the coming years. In 
terms of types of financing, the bulk of financing extended as at end-June 1999 
was concentrated on three main facilities, namely term financing (35.7%), 
house financing (23.2%) and hire-purchase (9.9%).^^ 
Besides the performance of Islamic banking institutions, there exists 
performance of non-bank Islamic financial intermediaries, which contribute to 
the economic welfare of the country. There are Islamic insurance or takaful 
companies, savings institutions such as Tabung Haji, development financial 
institution and other financial intermediates, which offer Islamic banking 
services such as the housing credit institution, all of which already discussed in 
the foregoing chapters, i.e., chapter 3 and 6. These institutions, although not 
considered as banks, operate .on the basis of Islamic banking and financial 
system. Their performances in terms of funds or deposits and financing 
mobilization are significant. For instance, at end-December 1998, the 
accumulated savings of the Tabung Haji accounted for RM 6.75 billion, with an 
asset of RM 7.3 billion whereas its total investment in the year 1998 alone 
stood at RM 5.7 billion. For the financial year ending in 1999, total assets of the 
family takaful and the general takaful funds amounted to RM 607 million and 
RM 227 million respectively. Total Islamic financing extended, on medium and 
long-term basis to promote industrial, investment and growth in industrial and 
agricultural sectors, by development finance institutions namely. Bank Industri, 
Bank Pembangunan dan Infrastruktur Malaysia and the Agriculture Bank of 
Malaysia as at end-June 1999 amounting to RM 164 million. Whereas the 
Treasury Housing Loan Division, a housing credit institution, provided house 
financing facilities to civil servants on Islamic basis as at end-June 1999 
amounting to RM 2.8 billion.^^ All these figures and magnitude of Islamic 
banking operations are obviously contributing directly or indirectly to the 
development of Malaysia. 
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Within the Islamic financial industry in Malaysia, the most significant 
contribution in various investment of different fields or sectors of economy that 
helps Malaysia succeeding in drawing up Malay Muslims or Bumiputera to join 
in the process of economic development has been rendered by a full-fledged 
Islamic bank, BIMB and saving institution, Tabung Haji. These two institutions 
own many subsidiaries in various sectors, representing their direct 
commitments in investment that result in employment generation, elimination of 
poverty and enhancement of GDP. With regard to development and 
infrastructure programmes, BIMB, aiming to play a meaningful role in fostering 
economic development and social progress of Malaysia, achieves in providing 
various financing facilities for the implementation of various infrastructure and 
development projects. BIMB has successfully syndicated the following financing 
packages in various capacities:^^ 
1. Joint lead manager to the musharakah financing with participating 
certificate issuance facility of RM 600 million for Sarawak Shell Berhad 
(oil company). 
2. Lead manager to the bai' bithaman ajil financing with notes issuance 
facility of RM 125 million for Sarawak MDS (Malaysia) Sdn. Bhd. 
3. Arranger to RM 2.2 billion syndicated bai' bithaman ajil with notes 
issuance facility for Kuala Lumpur International Air port Berhad (KLIA) 
for the 1996 financial requirement (for the expansion and modernization 
of the KLIA). 
4. Joint arranger to RM 2.2 billion syndicated bai' bitfiaman ajil with notes 
issuance facility for KLIA Berhad for the 1997 financial requirement. 
5. Lead manager to the issuance of Islamic debt securities of Petronas Gas 
Berhad amounting to RM 800 million. 
6. Co-manager to the issuance of RM 300 million Islamic debt securities for 
Petronas Dagangan Berhad (Petronas Merchandise Limited) 
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7. Co-manager to syndicated bai' bithaman ajil of RM 200 million for 
Lebuhraya Shapadu Sdn. Bhd. (a highway concessionaire) 
8. Co-manager to syndicated bai' bithaman ajil of RM 160 million for Miri 
Port Authority. 
9. Manager to RM 65 million syndicated bai' bitliaman ajil facility for Chase 
Perdana Berhad (Chase Fund Limited) 
10. Arranger to RM 45 million syndicated bai' bithaman ajil for Shell MDS 
(Malaysia) Sdn. Bhd. 
11. Co-arranger and Shari'ah advisor to RM 1 billion istisna'/ijara project 
financing for Projek Usahasama Transit Ringan Automatik Sdn. Bhd. 
(PUTRA) or Light Rail Transit in Kuala Lumpur. 
During the economic crisis that struck in Malaysia, Islamic financial 
institutions have been emerged as an active rescue for those companies, which 
have been hurt by the economic slump. Tabung Haji, for instance, has set 
aside RM 250 million to buy assets of several subsidiaries within Diversified 
Resources Berhad (DRB) that have been hit by the economic downturn.^ ® 
Another major contribution of Islamic banking in the economic 
development of Malaysia has been towards the tourism sector.^° In line with the 
government's effort to promote tourism in Malaysia, BIMB recently launched its 
Cuti Cuti Malaysia Bersama Bank Islam campaign that was officiated by the 
Deputy Minister of Culture, Arts and Tourism, Dato' Ng Yen Yen. This 
campaign is aimed at promoting the bank's Islamic financing facilities, namely 
its Tour Financing Package, Golf Club Membership Financing and Personal 
Financing Schemes. It also supports the re-launch of the Cuti Cuti Malaysia 
campaign at the national level by the Culture, Arts and Tourism Ministry. Cuti 
Cuti Malaysia Bersama Bank Islam allows anyone who intends to go on 
domestic holiday to select an appropriate tour package from travel agencies 
approved'by the ministry and registered with the BIMB. One will also be able to 
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submit an application for bank's Tour Package Financing at any BIMB's 
brancli.^^ The launch of this campaign will not only present an opportunity to 
introduce its Islamic financing products such as tourism-related financing 
facilities to the public, but will also benefit both tourism and the financial sector 
of the country. Through its dedicated promotion of tourism in Malaysia, it will 
consequently contribute to the country's economy by facilitating more revenue 
through tourism. 
Transaction in tlie Capital Martlet 
The establishment of Islamic Money Market in 1994 provides facilities for 
Islamic banking sector in adjusting portfolio and gaining significance in 
mobilizing resources for financing economic activities. Moreover, the 
establishment of Islamic capital market also provides another platform for the 
efficient utilization of funds (i.e., raising additional capital and making 
investment based on Islamic Shari'ah). As at end-June 1999, Islamic debt 
securities (comprising Islamic bonds and commercial papers) valued at RM 
17.1 billion.®^ As regard trading in the stock market (Islamic equity market), the 
Securities Commission has issued a list of permissible counters in the Kuala 
Lumpur Stock Exchange (KLSE), updated three times a year. As on 28th April 
2000, 566 securities or 74% of total counters in the KLSE have been approved 
as permissible counters.^^ All these hub of activities surely provide the 
magnitude of capital mobilization in the country. 
External Islamic Development Finance 
The major external source of Islamic development finance for Malaysia 
is the Islamic Development Bank (IDB). IDB provides support for trade and 
project finance for all Muslim countries, and in many respects functions as a 
type of World Bank for its subscribers. Malaysia was a founding member of the 
IDB in 1974, with an initial subscription of US$ 16 million. Since then as all the 
IDB's authorized capital was paid up, Malaysia increased its subscription to 
US$ 40 million, representing just over 2% of the total paid-up capital of the 
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bank.^ Malaysia remains an active member of IDB but the possibilities for 
receiving substantial development finance form this source are limited, given 
the bank's funding criteria and its priorities.^^ 
However, until the end of 1984-85 (1405A.H.) the IDB had approved 
seven projects/operations amounting to US$ 55.12 million. Out to these, three 
projects were financed through loans (interest-free basis), one was equity-
based, one was in the form of line of leasing^^, and one was based on line of 
equity^'^/leasing. A sum of US$ 6.0 million was approved for one foreign trade 
financing operation. One project was approved for the purpose of the extension 
of a line of leasing amounting to US$ 9.7 million to the Malaysian Industrial 
Development Bank for the IDB's participation in small and medium industrial 
projects in the form of lease financing.^^ 
The establishment of Labuan International Offshore Financial Center 
(lOFC) and development of International Islamic Money Market are expected to 
deepen the offshore capital market which will benefit investors and other 
offshore players, Muslims and non-Muslim as an avenue to take advantage of 
the wide spread investment opportunities based on Islamic Shari'ah. The 
government of Malaysia with the assistance of Bank Islam (L) Limited (BILL), a 
wholly-owned subsidiary of BIMB Holdings Berhad, has plan to turn Labuan 
into an International Islamic Offshore Center in the near future, complementing 
and capitalizing on the growth of the Islamic financial system in the Asian 
region and the worlds at large. The enormous potential in the establishment of 
an International Islamic Money Market, estimated at approximately US$ 152 
billion (in 1997) would also ensure that BILL as well as others will be playing a 
bigger role in the advancement of Islamic banking in the near future, a clear 
prosperity for Malaysia.^^ 
Islamic Banking as a Social Welfare System 
Apart from commercial activities, Islamic banking and financial 
institutions also assume the role of social responsibility and duties as an islamic 
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corporate citizen. This social religious obligation is carried out through various 
financing facilities with social dimension and other financial assistance to those 
from the lower social strata. 
The establishment of Malaysia Islamic Economic Development 
Foundation or Yayasan Pembangunan Ekonomi Islam Malaysia (YPEIM) on 
13th October 1976 and its activities enlarged on 20th July 1984, aimed to help 
the poor Muslim. Half of YPEIM halal investment profit is meant for charity and 
welfare activities, which in turn increase the economic performance of the 
Muslim community. Its investment activities in collaboration with Islamic banks 
include: 
a) investment with Bank Islam Malaysia Berhad (BIMB) through investment 
account. The total investment with BIMB, for instance, for the year 
ended 31st December 1990 was RM 4,450,000; 
b) buying shop houses and rented it to certain parties such as the branch 
of BIMB, Syarikat Takaful, etc; and 
c) investment through portfolio management by Al-Wakalah Nominees 
Sendirian Berhad, a subsidiary of BIMB, by buying the listed share.''° 
YPEIM's Economic Development Programme constitutes the provision 
of 'loan capital project' through Amanah Ikhtiar Malaysia (AIM) established in 
1988 and BIMB. 
1. Amanah Ikhtiar Malaysia (AIM) 
Under this scheme, the district which has the highest degree of poverty 
will be selected as a district operation. The members of this AIM are 
those families who earn income less than RIVI 250 or RM 50 per capita 
each month. Each of the members must plan his own economic project 
based on his ability. First loan will be given not more than RM 500. The 
member who has succeeded in his project will be entitled to get more 
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loans, viz, RM 1,000 for the second loan, RM 1,500 for the third loan and 
so forth. Interest will not be rendered, guarantor is not needed and no 
court legislation will be used in getting the loan back. The loan will be 
entirely written off when the debtor dies. The AIM can be proven 
successful through the rate of repayment of loan until 31st January 1990 
was 99.55% and it has enlarged its activities to cover more districts. 
2. Loan capital also has been given by YPEIM to BIMB for the scheme 
of 'qard hasan'. This scheme has already been implemented by BIMB to 
all of its branch throughout the country. Those poor people who are 
entitled and interested can apply for this loan.''^  
YPEIM's loan capital projects particularly through AIM and generally 
through BIMB is clearly a good way of bringing poor people out of vicious circle 
of poverty and be self-reliance as their skills and entrepreneurship are utilized 
through Islamic banking method of finance. YPEIM as a social organization has 
targeted the scheme for the lower income group, especially in n'leeting their 
financial needs. The role of BIMB here complements that of YPEIM in meeting 
this social goal. For the BIMB, other financing scheme by its own with social 
dimension include the Vendor Development Programme, the Exchange 
Programme with the Entrepreneurial Development Corporation, Financing 
Scheme through the Credit Guarantee Corporation Guarantee, Financing 
Scheme through Bank Negara Malaysia, and others.''^  
In Malaysia many of such institutions as YPEIM were set up to help the 
poor people in particular such as Amanah Saham Bumiputera (ASB) which 
provides loan called poor people development scheme without interest and the 
maximum repayment period is 15 years. Another institution being Terengganu 
Islamic Foundation (Yayasan Islami Terengganu) starting operating in 1978 
with the objective not only in spreading and preaching of Islam but also in the 
development of economics, investment, and finance. It has a department of 
'Development and Investment' and is a very potential islamic finandng body.''^  
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In addition to the above, various Islamic banking and financial institutions have 
continuously rendered financial assistance through their za/caf funds to the poor 
and needy and others who are deemed qualified by the banks' Shari'ah council. 
Zakat is a religious obligatory that helps improving social and economic status 
of the community especially the poor and needy. All Islamic banking and 
financial institutions are religiously obliged to render this socially welfare 
function. As for instance, in 1999 the BIMB Holdings Berhad had contributed 
over RM 1 million form its zakat fund to those in need. '^* The most prominent 
among Islamic financial institutions in terms of zakat payment must be Tabung 
Haji. In 1997, Tabung Haji contributed RM 13.9 million or 42% increased from 
previous year, as zakat funds to the people of Malaysia/^ This provision will 
obviously play a crucial role in developing a caring developed society in 
Malaysia. 
Islamic Banking and the Priority Sectors. 
Regarding small and medium industries (SMIs) in Malaysia, surveys, 
which were conducted in 1975, revealed that most of SMIs complained of 
inadequate finance and lack of access to commercial bank credit. There is 
difficulty in getting loans from commercial banks due to the need for collateral, 
guarantors or preparation of financial statements.^ ® But since the late 1980s, 
after the government introduced its privatization programme, the emphasis has 
changed. Nowadays, SMIs are receiving continual financial assistance from 
various government agencies. Recently Bank Negara Malaysia (BNM) has set 
up the Fund For Small and Medium industries (FSMI) in October 1997, to 
a) ensure that this sector of economy would continue to have access to 
credit at reasonable (or no) cost; 
b) resuscitate ailing but viable business enterprises or industries (during 
economic downturn); and 
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c) promote investment in tiiis priority sector, thereby, raising domestic 
productive capacity in this sector. 
. On 2nd January 1998, BNM set up initial allocation of RM 1 billion to 
enhance the role of SMIs in the eligible sectors and to complement 
government's efforts to assist the SMIs to penetrate the export market. The 
eligible sectors under the FSMI are the manufacturing, agro-based and 
services. The allocation of FSMI increased further by RM 500 million to RM 1.5 
billion on 8th May 1998 and again to RM 1.85 billion with effect from 4th August 
1999. Borrowers can apply for the loans from the institution appointed by the 
government to implement the fund or collectively known as participating 
financial institutions (PFIs). FSMI is disbursed through all commercial banks, 10 
finance companies, BIMB, and four development finance institutions. The 
lending rate was reduced from 10% to 8.5% on 5th December 1998 and further 
reduced to 6.5 % per annum with effect from 3rd May 1999.^ FSMI through 
BIMB is non-interest and is the advantage for Bumiputera Muslims willing to 
take part in the development process of the country. 
Besides FSMI, BNM also set up several funds to other priority sectors 
namely Fund for Food, New Entrepreneurs Fund, Bumiputera Industrial Fund, 
Ship Financing Facility, Special Scheme for Low and Medium Cost House, and 
Industrial Adjustment Fund. It is interesting to note that not all of these funds 
are available and allocated through Islamic banking institution such as BIMB, 
as they carry some interest-based lending rate and would not be appropriate if 
options (interest-based and non-interest based) are open for the same fund, 
because such arrangement may lead to several complaints and conflicts. The 
fund allocated through BIMB may be targeted for a certain group of people or 
sectors and will not create such conflict. 
Islamic Banking Educational Institutions & the Process of Development. 
The development of an efficient Islamic banking system operating along 
side the conventional one has been identified as an important factor in 
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promoting economic growth and sustaining social equilibrium in IVIalaysia. This 
development involves the formulation and implementation of policies to steer 
and nurture the growth of the new system as well as to foster and develop a 
sound diversified Islamic financial structure with equally developed Islamic 
money and capital markets. 
In this connection, the setting up of Islamic and financial educational and 
training institutes can be significant either as an effort of Islamic bank itself or of 
various academic institutes and universities. In 1993, Malaysia witnessed the 
first Islamic Management Center set up within the International Islamic 
University (IIU), Malaysia, dedicated to the study of Islamic as well as 
conventional management science. As far as Islamic management is 
concerned, the Center focuses on the four main areas, namely (a) executive 
education, (b) training of trainers, (c) consultancy and advisory services, and (d) 
research and dissemination.''^ In 1998 BIMB established a college of Islamic 
Banking and Finance or Kolej Perbankan dan Kewangan Islam (KPKI), as a 
private institution of higher learning managed by BIMB Institute of Research 
and Training Sendirian Berhad (BIMB-IRT)^^. Many of such efforts have been 
taken up by various institutes. This development, no doubt, contributes in a 
meaningful manner to the development of knowledge and expertise in Islamic 
banking and finance in Malaysia, which in turn leading to social and economic 
development of the people. 
Thus it is difficult to measure the role of Islamic banking as well as 
conventional banking contribufion precisely to economic development of the 
country, as already pointed out that some kind of development such s social 
and cultural can never be calculated in mathematical term. For the country like 
Malaysia, market penetration remained a continuing concern for islamic 
banking. Although the target of 5% in terms of deposits and financing could be 
achieved for each banking institution offering Islamic banking services by the 
end of 2000, the main thrust is to garner a respectable share in the banking 
system. Therefore, the challenge over the next 5 to 10 years, as pointed out 
314 
earlier, would be to position Islamic banking as a significant player in the 
banking system and hence the process of socio-economic development. Such 
attainment would only be possible if the market penetration is more than 30% of 
the banking system. The attainment of this target would make the existence of 
Islamic banking as a commercial-cum-development institution more 
meaningful.^" 
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CHAPTER VIII 
ISSUES, CHALLENGES, AND FUTURE PROSPECTS 
AN OVERVIEW 
Banking and finance as a social and financial institutions have an 
important role to play in modern socio-economic system. It has been a 
necessary outlet in the process of capital formation and hence economic 
growth and development of an economy. In an Islamic system, banking and 
finance is regarded as necessary as is done by other economic system. 
However, the difference lies in its principles and operations that have to be 
compliant with the injunction laid down in the Islamic Shari'ah. The main 
doctrine of Islamic banking, which is based primarily on Qur'an and Sunnah, 
has been the prohibition of interest or n'ba in all of its forms, purposes, mild or 
excessive rate, and substances. Islam stands for justice and equitable 
distribution of wealth and promotes the concept of universal brotherhood, 
whereas interest mechanism perpetuates exploitation, concentration of wealth 
in few hands and results in various social and economic problems such as 
economic instability, public debt and so on. The Islamic banking principle refers 
to the risk factor applicable to both capital and labour. Thus, the provider of 
capital must be willing to assume risk in order to gain a return on his capital 
provided to the working partner or entrepreneur. This, in turn, implies a concept 
of mudarabah, i.e., an agreement made between two parties: one which is 
known as rabb al mal provides 100 percent of capital for a project and another 
party known as mudanb or agent who manages the project using his 
entrepreneurial skills; profit arising form the project is distributed according to 
the predetermined ratio and any loss accruing is borne by the provider of 
capital. The working partner loses the fruits of his labour. Thus, an Islamic bank 
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as a financial intermediary can be set up and operated employing mudarabah 
principle called two-tier mudarabah. That is, on its liability side, depositor enters 
into a contract with an Islamic bank to share the profit accruing to the bank's 
business on the basis of mudarabah. The bank, on its asset side using the 
same principle, enters into another contract with an agent-entrepreneur who is 
searching for investibie funds and is agreeable to sharing the profit with the 
bank in accordance with a predetermined percentage stipulated in the contract. 
Besides assuming risks and abolishing all of its operations from 
involving in interest transaction, an Islamic bank must steer dear from indulging 
in illegitimate business clearly declared in Islam such as gambling, alcohol etc. 
Like conventional banking, Islamic bank accepts deposits from the public on 
three main accounts, i.e., current, savings and investment accounts. Islamic 
bank pays no fixed return on deposits but rather the depositors in the 
investment account share return with the bank on the basis of profit and loss 
sharing. On financing side, unlike conventional bank which charges fixed 
interest income from bank's lending, Islamic bank employs several Islamic 
modes of financing based on non-interest earning to the banks, i.e., profit and 
loss sharing, profit from trade- and lease-related financing and service charge. 
Mudarabah and musharakah or primary modes represent Islamic banking 
modes of financing based on profit and loss sharing. Murabahah (mark-up 
sale), bai' mu'ajjal (deferred sale), bai' salam (fonward sale), and istisna' 
(manufacturing contract) refer to as sale-related modes. Ijarah (leasing), hire-
purchase, and rent sharing constitute lease-related modes. Whereas loan with 
service charge, qard hasan, al-rahn represent loan related modes of financing. 
Besides these financing operation, Islamic bank also renders normal banking 
services for fee such as transfers, remittances, etc. 
Like conventional banking system whose development has been 
synchronized with the emergence of Industrial Revolution in IS"" century, the 
development of Islamic banking system has been a consequence of 
widespread Islamic resurgence in Muslim countries to transform their economy 
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along the Islamic line. Since interest in the banking system is repugnant in 
Islam, an interest-free banking as an alternative to interest-based system must 
be developed. The core of Islamic banking - mudarabah - was practised by the 
Prophet himself and by several of his followers, and Muslims in later period had 
developed such practices to better suit their financial transactions. 
Nevertheless, such practices and developments could not become 
institutionalized and specialized until the second half of the 20"^  century. 
Development of Islamic banking in modern period has been both in the 
forms of theory and practice. First came out literature on Islamic economics, 
banking and finance and then setting up of various Islamic banks and financial 
institutions since 1960s. 1980s saw establishment of a few Islamic banking 
institutions in some non -Muslim countries. Until the end of 20**^  century, there 
were over 1,500 works on Islamic economics, banking and finance and 
approximately over 200 Islamic and financial institutions have been set up 
spanning the globe from Canada to Indonesia. With total assets of over US$ 
160 billion.^ Islamic banking services rendered by worldwide conventional 
financial institutions, such as American Citibank, ANZ Grind lays and ABN 
AMRO, not only imply emphatic endorsement of the viability of the Islamic 
banking system and great advantage to the introduction of the system to the 
world banking and financial market, their cooperation with the full-fledged 
Islamic banks and financial institutions also helps in the area of Islamic banking 
and financial product development. The establishment of Islamic money and 
capital markets and the launches of Islamic funds and Islamic market indices 
pave the way for worldwide commitment in Islamic financial market and show 
that the interest in Islamic financial and monetary scheme has taken on a 
global dimension. 
Regarding Islamic banking and financial movement in several part of the 
world, Middle East represents a hub of the practice. The movement has been 
also spread into Europe, North America, Africa, South Asia, Central Asia, and 
South-East Asia. Many times, international conferences on Islamic banking and 
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finance have been organized to discuss and draw up solution, future plan, and 
development on problems and issues related to the subject and practice of 
Islamic banking and finance. Like multinational conventional commercial banks, 
several Islamic banking and financial group such as Daliah Al-Baraka Group 
has been set up and expanded its operation in the forms of companies and 
subsidiaries in a number of countries. The Jeddah-based Islamic Development 
Bank has been established since 1975 to act as a world bank of Muslim 
countries and communities. Three countries namely Iran, Pakistan, and Sudan 
have transformed their economies and banking practices to be based on 
Islamic line. At certain point of time, new Islamic banking and financial products 
and services have been developed to cater for the needs of clients and 
investors in modern sophisticated world. 
General focus of Islamic banking and financial development has been 
given in the region of South-East Asia. Despite Islam has been embraced by 
many inhabitants in the region describing as a mass conversion during 15* 
century,^ distribution of the number of Muslims in the region has been uneven. 
A large number of Muslims, significantly attributing themselves with Malayu 
culture, i.e., a combination of Malayness and Islam, concentrate in the region of 
Malay peninsula including Southern Thailand and Malaysia and the islands of 
archipelago including Indonesia, Brunei, East Malaysia and Southern 
Philippines. Muslims scatter in the rest of the region, as minorities. The region 
has thus been divided into two distinct categories namely Muslim-majority and 
Muslim-minority countries. As far as Islamic banking is concerned, Malaysia 
has played the leading role followed by Indonesia and Brunei. From among the 
Muslim-minority countries, the Philippines, Singapore, and Thailand have also 
set out to make experiment of Islamic banking and finance. Thus the 
development of Islamic banking and finance in South-East Asia has been 
discussed in three separate chapters. Malaysia the leader in one chapter 
followed by Indonesia and Brunei in another and the group of three countries 
having Muslim minority in the succeeding chapter. 
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In the rest of the countries, in spite of sizeable Muslim minorities, Islamic 
banking and finance has not been developed due to unstable political and 
economic conditions and political constraints. The Philippines is the pioneer to 
have institutionalized Islamic banking in secular environment that transforms 
through many years of transitional stage. Although Philippine Amanah Bank 
(PAB) was set up in 1973, the Moros of the Philippines, like Muslims in other 
part of the world, had transacted traditional Islamic banking practices such as 
partnership and barter trade, long before that.^ PAB was set up as a 
specialized bank under the Presidential Decree No. 264, with the feature of 
commercial, development and savings bank, originally designed to serve the 
special banking needs of the Muslim areas in the South and as part of the 
government's response to the Muslim separatists."* For several years, most of 
the banking operation of PAB were based on conventional banking entailing 
interest transaction, whereas Islamic banking component has been limited to 
the Pilgrims Special Savings Deposits (PSSD), working similar to that of the 
Tabung Haji in Malaysia.^ Until 26th January 1990 under the Republic Act No. 
6848, due to inefficient operation and poor performance, the PAB was then 
replaced by another image of full-fledged Islamic bank under the name of Al-
Amanah Islamic Investment Bank of the Philippines. Under the new image, 
banking operations of the PAB are based on the principle of Shari'ah.^ 
In Singapore, although Islamic banking development seems to be 
insignificant in proportion to the country's financial development and capacity of 
the Muslims to have access to Islamic banking operations, Singaporean 
Muslims have achieved great success in mobilizing resources through Mosque 
Building Fund (MBF).^ As most of the mosques have been demolished for 
urban renewal and development, the second-generation of newly built 
mosques need a unique method of funding. MBF, whose significance is worth 
mentioning although not directly related to Islamic banking operation, 
represents a systematized collections of funds for the construction and 
maintenance of mosques, successfully managed by Singapore, probably the 
only country in the world to Implement such scheme. As far as Islamic banking 
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is concerned, there is no restriction on the part of the Singapore's government 
for the implementation of Islamic banking and financial services by private 
unit?,.° But for the country to become a truly Asia's premier business and 
financial centre, its consideration to broaden its banking and financial industry 
to compose of Islamic alternative must be emphasized to diversify the financial 
structure of its economy. 
In Thailand, the struggle towards government Implementation of Islamic 
banking and finance is highly becoming politicized. Islamic banking practice in 
Thailand has been through several years of transitional stages from the self-
managed informal arrangement to government-regulated Islamic cooperative 
and Islamic window. Due to differences In stands towards the implementation 
of islamic banking, a government policy to approve and implement Islamic 
banking in certain government-led party was not supported and accomplished 
by another succeeding government. This has created frustration among the 
Muslim community and led to an idea of establishing an easy adopted 
government-supported Islamic savings cooperative.^ Despite being small social 
and financial units, Islamic savings cooperatives have proved great advantage 
in creating proper public understanding and popularity of Islamic banking 
paving the way to future aspiration of having an Islamic bank established. 
Islamic banking windows rendered by conventional commercial banks draw up 
public debate. Many Muslims are doubtful in such arrangement while many 
others are of the opinion that such implementation would be ideal in primary 
stage of Islamic banking development in the country, due to lack of 
infrastructural and human resources to establish a full-fledged Islamic bank. 
Thus Islamic banking and financial institutions exist, with variant 
degrees, in many Muslim-minority countries in South-East Asia. But in spite of 
their well performances, magnitudes and developments, they may not be able 
to compare with that of the Muslim-majority countries. The existence of Islamic 
banking and financial institutions in Muslim-minority countries shows that the 
size of Muslim population is not a barrier to have such a banking system. 
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Under the category of Muslim-majority countries in Soutli-East Asia, in 
terms of high percentage of Muslim population, Indonesia ranks first followed 
by Brunei and Malaysia. In fact, Indonesian Muslims represents the largest 
number of Muslim in the world. But in terms of Islamic banking and financial 
development, large number of Muslim population is regarded here as 
insignificant. Indonesia has more or less two big Islamic banking players, i.e., 
Bank Muamalat Indonesia established in 1991 and Bank Mandiri Syariah 
founded in 1999. This is obviously due to the fact that Indonesia, being a 
secular state, is set to have been influenced by the ideology of Pancasila in 
which democracy and capitalism constitute significant elements.""^ The 
establishment of Islamic bank is rooted by a genuine need of Muslims that later 
gained government support. This is reflected by the tremendous response from 
the public demonstrated by the overwhelming stock buying as an instant 
commitment on the date of signing the Act of Establishment of Bank Muamalat 
Indonesia on 1st November 1991.''^ 
As far as the tiny sultanate of Brunei is concerned, the first Islamic bank. 
Islamic Bank of Brunei Berhad, started operation in 1993 as a royal-patronized 
financial institution paving the way for Islamic banking and financial movement 
in the country. With its aim to diversify its economy from oil-rich nation into a 
regional financial hub providing employment opportunities as well as attracting 
new skills and technology to compete with its neighbouring countries i.e., 
Malaysia and Singapore, Brunei has decided to build an international offshore 
financial centre to capitalize on the niche market of Islamic banking."*^ 
Among the Muslim-majority countries of South-East Asia, the main 
emphasis has been focused to the development of Islamic banking and finance 
in Malaysia. With most advanced and highly developed Islamic banking and 
financial movement than any other countries in the region, Malaysia's Islamic 
banking and financial development deserves to be regarded as the model of 
the future, not only for other countries in the region but rather for the world at 
large. In Malaysia, Bank Islam Malaysia Berhad (BIMB) was established in July 1983 
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with a paid-up capital of RM 80 million, as its first full-fledged Islamic bank 
licensed under the Islamic Banking Act 1983 (IBA) which was enacted for 
Islamic banking to exist side-by-side with conventional banking. The bank was 
listed on the Main Board of Kuala Lumpur Stock Exchange on 17th January 
1992. in 1997, BIMB implemented a restructuring arrangement to increase its 
paid-up capital to RM 500 Million and assumed.the title of BIMB Holdings 
Bephad. The restructuring implementation was arranged to accommodate the 
growth of its asset and to better position itself in meeting future expansion and 
growth. As at end-June 1999, the assets of BIMB stood at RM 7.1 billion while 
deposits and financing outstanding amounted to RM 5.7 billion and RM 3.8 
billion respectively. It has 80 branches throughout the country and 1,670 staff 
manning the bank. After more than 15 years in existence, BIMB has proved 
that Islamic banking is viable and had demonstrated its ability and capacity to 
operate in parallel with conventional banks within the banking system.^^ 
Although Malaysia has already established an Islamic bank since 
1983,the bank was not able to serve the entire needs of the population, 
especially since the operations of the Islamic bank were constrained by the 
limited number of branches and resources. Furthermore, a single Islamic bank 
does not constitute a banking system. An Islamic banking system requires a 
large number of dynamic and pro-active players, a wide range of products and 
innovative instruments, and a vibrant Islamic money market. This has led the 
Central Bank of Malaysia, Bank Negara Malaysia (BNM), to introduce various 
measures to provide the necessary infrastructural and institutional framework 
to an Islamic banking system in the country. These measures, for instance, 
include the Introduction of Skim Perbankan Tanpa Faedah (SPTF) or Interest-
free Banking Scheme (IBF) in March 1993, which allows conventional banking 
institutions to offer Islamic banking products and services using their existing 
infrastructure, including staff and branches subject to specific.guidelines issued 
by BNM. As at end-June 1999, the number of participating banking institutions 
amounted to 54, comprising 24 commercial banks, 18 finance companies, 5 
merchant banks and 7 discount houses.""* Another major development in 
333 
Islamic banking in Malaysia was the introduction of the Islamic money market 
on 3rd January 1994, for the smooth functioning of the system. It plays an 
important role, firstly, in providing Islamic financial institution with facilities for 
adjusting portfolios over the short-term, a major problem of Islamic banking 
system, and secondly, in serving as a channel for the transmission of 
momentary policy. Hence, Islamic banking sector gains greater significance in 
mobilizing resources for financing economic activities. The Islamic money 
market comprises three aspects, i.e., trading of Islamic financial instruments, 
mudarabah inter-bank investments (Mil), and the Islamic cheque clearing 
system (ICCS).''^ 
Besides banking intermediaries, BNM has also encouraged non-bank 
Islamic financial intermediaries to improve their participation in the Islamic 
banking sector. These ancillary institutions, which have created their own niche 
markets, include the takaful (Islamic insurance) companies, savings institutions 
such as Tabung Haji, development finance institutions, and other financial 
intermediaries which offer Islamic banking services such as the housing credit 
institution. On 1st October 1999, the second Islamic bank of Malaysia, Bank 
Muamalat Malaysia Berhad (BMMB), commenced operation as part of the 
strategy to promote greater competition and innovation among the players in 
the Islamic banking sysem.^^ Apart from Islamic money market, Islamic capital 
market, which comprises the securities [facilitated under the Government 
Investment Act 1983(GIA)] and the Islamic corporate securities (Islamic debt 
securities and Islamic equity) are offered to the public and institution; and the 
secondary market, in which existing Islamic government papers and Islamic 
corporate securities are traded, provides another important Islamic resource 
mobilization for financing economic activities. All these hub of measures help 
Malaysia to create a comprehensive Islamic financial landscape in the country 
encompassing the Islamic banking system, the non-bank Islamic financial 
intermediaries, and the Islamic financial market. Total assets of the Islamic 
banking alone as at end-June 1999 stood at RM 34.1 billion while deposits 
and financing amounted to RM 26.1 billion and RM 11.7 billion respectively.""^ 
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The target of 5 per cent commitment and performance in terms of Islamic 
banking deposits and financing had been set by BNM and successfully 
accomplished by individual banks by the end of the year 2000. However, as 
part of a challenge over the next 5 to 10 years for Islamic banking system to 
become a significant player in the Malaysia's banking system, market 
penetration of more than 30 per cent would make the existence of Islamic 
banking more meaningful.^° 
In Malaysia, another focus has been dedicated to the unique financial 
institution, which is truly regarded as a pioneer to institutionalize Islamic 
financial system paving the way for Islamic financial development in the 
country. The Pilgrims Management and Fund Board or popularly known as 
Tabung Haji (TH) is arguably the world's largest Islamic savings institution^^ 
having been set up to fulfill the desire of Malaysian Muslims that money spent 
on pilgrimage must be clean and unmixed with hba. 
TH, a semi-government body, was established in 1963 to serve two 
functions - as a financial institution and as a pilgrims' management body. Even 
though its activities after two decades seem to have reoriented more along 
commercial lines. Nevertheless, its original goal of enabling its members to 
perform the hajj and safeguarding their welfare during the pilgrimage continues 
to be served. It has been mentioned that "the functions of the Board as a 
savings institution is secondary to its main function as a pilgrims' management 
institution"^". This is precisely along the motive behind the establishment of TH 
that has been initiated by Royal Professor Ungku Abdul Aziz of the University 
of Malaya who, after and extensive study of the rural economy in the 1950s, 
presented a memorandum to the government suggesting the need for a 
corporation which will assist Muslims to perform hajj without impoverishing 
them or imposing financial hardships after the pilgrimage.^^ 
Tabung Haji's management as we have seen details in Chapter 6 is 
divided into five departments mainly financial, depositors, hajj, human 
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resources, and investment department, all of which co-operate under the board 
of directors supervised and advised by various councils and committees such 
as Haji Advisory Council, investment Advisory Council, Shari'ah Council and 
Audit Committee. TH's implementation of various operational schemes enables 
Muslims to save for the purpose of hajj. Although, TH is not a bank, it operates 
as a bank. That is to say, it accepts deposits, carries withdrawal and makes 
investment to get a return for the board and its members. TH has a wide variety 
of investment activities including investment in shares, subsidiary companies, 
land and buildings, money market and other permissible short and long-term 
investments. With few branch offices in its early year of incorporation, their 
number increased to 89 branches in 1998, with total assets of RM 7.3 billion, 
total depositors of 3,461,270, total deposits of RM 2.9 billion and accumulated 
savings of RM 6.7 billion.^^ 
Economic crisis of 1997 had slightly affected the number of depositors 
to the TH due to sudden public panic and less confidence against all kind of 
financial institutions including the TH. Nevertheless, such panic and less 
confidence against the TH were very quick to subside in the following year of 
the crisis. Thus, the 1997 economic crisis had less impact on the operation of 
the TH. For many years, TH has been able, at an increasing rate, to distribute 
profits at the rate of bonus of 9.5 percent to all savers and zakat funds for the 
general welfare of the people of Malaysia. Its impressive contribution to the 
development of Islamic banking and finance in Malaysia that can be replicated 
elsewhere, coupled with its significant successful operation and performance in 
primarily fulfilling the long life desire of many individuals for the performance of 
hajj rituals enabled it to win the award of the IDB prize winner in Islamic 
banking in 1989.^^ It is the model of the future financial institution, which 
transformed from a non-commercial Islamic voluntary organization to a highly 
organized and specialized Islamic financial institutions that join the objective of 
fulfillment of Islamic religious ritual and commercial banking together. TH is a 
good example of how a specialized saving-oriented financial institution can 
work successfully in accordance with the Islamic principles. 
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The final focus in our study has been on the role of Islamic banking and 
finance in the economic development of Malaysia. As is generally known, the 
banks and financial institutions play a crucial role in the process of capital 
formation bridging the gap of saving and investment leading to economic 
growth and development. Islamic banking and financial institutions also do the 
same. However, they serve special function that can never be served by 
conventional institution in the process of economic development. In countries 
where there exits sizeable Muslim population such as in the region of South-
East Asia, there are pious Muslims, who, for religious reason, stay away from 
financial transaction with interest-based banks and financial institutions. It is in 
this connection that Islamic banking and financial institutions can convince 
them and bring them into the mainstream economic process of capital 
formation and development through permissible means of saving and 
investment or, in short, permissible mean of banking. 
Islamic bank is not just a bank that does not operate under the interest 
mechanism. Rather it is a bank based on certain economic and philosophical 
principles derived mainly from the Holy Qur'an and Sunnah. It is an institution 
dedicated to serve special need and economic welfare of the people and is 
given to the development of human resource based on Islamic values. '^* The 
elimination of interest from Islamic banking makes direct investment and equity 
financing or venture capital a must. Equity participation through mudarabah 
(profit and loss sharing) and musharakah (partnership) not only brings about 
greater justice and efficiency in the allocation of resources, but also reduces 
concentration of wealth, inequality in distribution of income, and poverty and 
ensure better human resource mobilization and greater employment 
generation. "Islamic financial system", according to Professor Abdul Hamid El-
Ghazali, former Director of Islamic Research and Training Institute/ Islamic 
Development Bank, Jeddah, "has a more powerful built-in mechanism of 
human resource mobilization than the existing models development under 
conventional economics".^^ 
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Islamic banking and financial institutions have played a meaningful role 
in fostering economic development and social progress of Malaysia. Overall, 
Islamic banking and finance constitute at least 5 per cent in the process of 
capital formation in Malaysia by which the rate is on and on increasing. Islamic 
banking institution such as BIMB has achieved its financing facilities for the 
implementation of various infrastructural and development projects. In 1996 
and 1997, for the expansion and modernization of Kuala Lumpur International 
Airport, which required total funding of RM 8.8 billion, for instance, was partially 
funded by BIMB's syndicated financing structure along a deferred payment 
structure.^^ Also in 1996, BIMB along with other co-arrangers organized a RM 1 
billion istisna'l ijarah project financing facilities for the Kuala Lumpur Light Rail 
Transit project.^'' Economic development programme introduced by Yayasan 
Pembagunan Ekonomi Islam Malaysia (YPEIM) or Malaysia Islamic Economic 
Development Foundation established in 1976 greatly helps many poor Muslim 
out of the vicious circle of poverty.^^ Accumulated zakat provision JDf various 
individual Islamic banking and financial institutions as part of religious obligatory 
social welfare function helps improving social and economic status of the 
community especially the poor and needy. 
Islamic banking institution is also active in promoting priority sectors of 
the economy. Funds for the priority sectors such as Fund for Small and 
Medium Industries (FSMI) and New Entrepreneur Fund set up by BNM have 
been allocated to the targeted group of people through BIMB as an active 
participating financial institution appointed by the government. The setting up 
of Islamic banking and financial educational and training institutes either by 
various academic institutions such as the Islamic nrianagement centre of the 
international Islamic University, Malaysia or by Islamic bank itself such as 
BIMB Institute of Research and Training Sendirian Berhad by BIMB, no doubt, 
contributes to the development of knowledge and expertise in Islamic banking 
and finance. This in turn leads to social an economic progress of the people of 
Malaysia and has an impact on the neighbouring countries of the region. 
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PROBLEMS AND CRITICISMS FACED BY JSLAMIC BANK 
The establishment of Islamic banking and financial institutions is a new 
development in the contemporary world financial system. This is noticeable 
not only in Muslim countries, but also in non-Muslim countries. These 
institutions provide Islamic services on the basis of equitable and just Shari'ah 
principles. However, such a novel working system must naturally be 
accompanied by a number of methodological and operational problems and 
criticisms. These problems and critiques are discussed below. 
Excess Liquidity 
The majority of Islamic banks, with the exception of a few such as that 
of Malaysia, suffer from excessive surplus liquidity, which can not be allowed 
by prudent management policies to be used in areas which are not liquid. 
There are mainly two reasons for this. 
1. The risk and uncertain factors associated with investment account on 
the basic of profit and loss sharing (PLS) do not guarantee full return 
of such deposits. This causes depositors with Islamic banks tending to 
hold deposits in current and savings accounts that guarantee full return. 
2. Lack of organized and developed Islamic financial market that can play 
a supplementary role as a tool through which the optimum use of 
available financial resources with Islamic banks can be achieved whilst 
realizing the required balance between liquidity and profitability. In 
Malaysia, such problem is negligible because of the government 
implementation and the setting up of Islamic money and capital 
markets since 1994 to ensure smooth functioning of Islamic banking 
system. ^ ^ 
Efforts have also been exercised in Bahrain in the development of short-
term money market instrument to fill the gap of short-term excess liquidity of 
Islamic banks such as Faysal Investment Participation Share (FIPS), a liquidity 
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management scheme which aims to provide diversified short-term to medium-
term investment in the pool of good quality leasing and murabahah 
transactions, launched by Faysal Islamic Bank of Bahrain.^" Prior to this, a 
pioneering arrangement was made by Arab Banking Corporation (ABC) 
founded in 1980 who successfully devised an overnight inter-bank market 
based on equity which has reportedly excited the attention of many bankers of 
providing an outlet for islamic banks' excess liquidity.^^ 
As far as the excess liquidity with Islamic banks is concerned, a major 
problem to this is the lack of organized and developed Islamic money market, 
which will allow the developments of short-term instrument and transactions of 
short-term financial investment between Islamic banks. Apart from few 
countries such as Bahrain and Malaysia, Islamic money market is hard to be 
well established due to small number of Islamic banks available in the country. 
The only possible arrangement is to place such excess fund with the central 
bank in which for the most case earns no return. This is obviously a demerit to 
the development of Islamic banking. 
Inability to Get Away from the Trappings of Conventional Banks 
The concentration of most Islamic banks in short-term financing or their 
lending operations that have been confined primarily to secondary modes for 
financing, short-term trade and lease operations of large and well-established 
firms and corporations pose another problem and critique for them. They do not 
seem to play any significant role in financing small and medium-scale 
businesses, farmers, industrialists, and craftsmen or provide venture capital on 
PLS basis.^^ Whereas assets of Islamic bank are concerned, they have had to 
rely heavily on murabahah and some other secondary modes of financing, all of 
which share a common characteristics, viz, the return on capital is 
predetermined as similar to interest-based mode. Moreover, the rates of return 
If 
they charge seem to be closely related to the London Interbank Offer Rate 
(LIBOR). Therefore, there seems to be a feeling that in egalitarian terms their 
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overall performance is not only not better than that of commercial t)anks but 
may in some respect be even worse.^^ 
Islamic banks offer their services basically to customers who already 
had business relatjons with conventional banks. Their support for new 
entrepreneur and self-employed people is very limited. They do not yet provide 
risk capital especially to small and medium-sized new enterprises. In addition, 
while relying on the secondary modes of financing they do not seem to be 
fulfilling faithfully the conditions laid down by the Shari'ah for the permissibility 
of these modes. This criticism may or may not be right. However, what provides 
credibility to it is the secretiveness and lack of adequate transparency on the 
part of these banks about their operations. It is difficult for outsiders to know 
what is actually going on. The annual reports of most of these banks do not 
disclose adequate information about the modes, terms (short medium, or long), 
or nature (trade, investment, or venture capital) of their lendings.^ "* However, 
such weakness does not exist in Malaysia where islamic banks are required by 
Law to submit their annual reports which consist of all banking operations 
undertaken by them during each financial year, subject to auditing and 
investigation, to the Central Bank. Such informations with the Central Bank and 
with individual Islamip banks are open for the public to investigate.^^ 
From a banker's point of view, a lot of good reasons can by given for 
the preference for short-tenn financing and for the neglect of long-term PLS 
financing. For example; 
1. In most Muslim countries, governments have set up or support 
specialized banks for the financing of agriculture and industry. 
Commercial banks have traditionally not been involved in medium and 
long-term financing of agricultural and industrial ventures. Their domain 
was and is trade financing. Islamic banks follow the established 'division 
of labour' and concentrate on trade financing where mark-up techniques 
are very appropriate. 
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2. A low percentage of PLS financing can be due to a weak demand of tine 
entrepreneurs.^^ Entrepreneurs with good profit expectations may prefer 
a financing of their projects on the basis of fixed cost of funds (interest, 
mark-up, leasing rate, etc.) so that they do not have to share the 
expected profits with someone else. Entrepreneurs with weaker projects 
who are not sure about the profitability of their ventures would prefer 
PLS as it would, at the least, relieve them of the obligation of paying a 
fixed return on the fund obtained. If this is the case, then Islamic banks 
are not willing to fund such ventures. 
3. PLS techniques cause much higher transaction costs than techniques 
with predetermined returns for the bank, especially in medium-or long-
term project financing.^^ The bank has to study and evaluate 
entrepreneurial proposals and plans. This requires highly qualified and 
costly personnel. Further, the bank must find adequate protective 
measures against manipulations of the partner's profit, e.g. by 
elaborating sophisticated contracts which are not standardized but 
consider all particular aspects of the specific project, or by utilizing 
manpower from the bank's staff to supervise regularly the management 
of the financed partner. Whatever method is taken, it will add to the cost 
of the project. 
4. Most of the money paid into investment account is of a short-term 
nature. It would be very risky to finance medium-and long-term projects 
with short-tenn funds.^° This mismatching of maturities is a problem also 
for conventional banks, but it is more serious for the Islamic banks. 
Islamic banks have not yet developed adequate instruments for the 
(very) short-term placement of surplus funds and for the raising of funds 
in cases of liquidity shortage, and they have no access to the interest-
based lending facilities of the central banks. The problem is exacerbated 
by the fact that Muslim countries, as in the case in much of the 
developing world, suffer from a lack of deep and efficient capital and 
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money markets that can provide the needed liquidity and safety for 
existing assets. The absence of suitable long-term instrument to support 
capital formation is mirrored in the lack of very short-term financial 
instruments to provide liquidity. Unless equity-based modes become 
more popular or other negotiable instruments are developed, the Islamic 
financial markets will remain undeveloped. Some attempts are being 
made to develop negotiable instruments based on ijarah and salam. 
However, these have not been used to any significant extent so far. The 
major hope for developing Islamic secondary markets lies in a wider 
application of equity-based financial instruments and securitization of 
some of the existing modes.^^ 
5. Banks are responsible for the security of deposits. In Islamic banks, PLS 
financing expose PLS deposits to the risks of fluctuating remunerations. 
If the average depositor is risk averse, he may prefer an employment of 
his deposits in transactions with secure and predetermined returns. 
It is worthwhile to mention that Islamic banks which set out musharakah 
and mudambah financing in their balance sheets have applied the PLS 
techniques not to medium-and long-term venture, but mainly to short-term trade 
financing with no significant uncertainty about the resulting profit. Islamic banks 
can dispense with PLS partnerships is due to the fact that they can employ their 
funds also under other admissible forms of secondary modes of financing with 
predetermined earnings."*" 
6. Inability of Islamic banks to punish defaulters by charging a penalty, 
shortcoming in business ethics and moral hazard make it difficult to 
establish closer bank-client relationship - a precondition for successful 
Islamic banking. For example, clients either do not keep adequate 
records or keep fraudulent records of their operations in order to evade 
tax payment or any other reasons, making it even more difficult for 
Islamic banks to participate in modes of financing other than short-term 
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trade financing. Until sucii time tiiat business ethics and moral values 
improve and the banks develop sufficient capability to monitor and audit 
enterprises, such that they are assured of the accuracy of the reports on 
business activities, they will be reluctant to take equity positions in 
enterprises."*^ 
7. As happened in the case of Iran and Pakistan, the lack of clear and 
legislatively sanctioned definition of rights and limitations of private 
property has induced reluctance on the part of both the entrepreneurs 
and the banking system to engage in long-term and Islamic-based profit 
and loss sharing project activities. This lack of weli-defined law has 
strengthened the environment of uncertainty, limited long-term 
investment and hence forced the banking system to concentrate its 
asset portfolio in short-term transactions.'*^ 
The concentration of Islamic banks in short-term financing has, thus, 
drawn up many critiques from the public. However, it is not possible to establish 
the validity of such critiques unless following considerations have been taken 
into account. 
Firstly, it is often realized that the Shari'ah has itself been realistic and 
allowed the secondary modes, which are in the nature of sales transactions. 
Their primary purpose is to facilitate sales and purchases on credit and, 
thereby, fulfill a social need for which the primary modes are not necessarily 
suitable.''^ The Shari'ah has, however, laid down certain conditions, for their 
permissibility to safeguard the interests of all parties to the transaction, 
particularly the debtors. The use of secondary modes is not, therefore, 
undesirable if the conditions are honestly fulfilled.''^ Overdue emphasis on 
mudarabah and musharakah in the earlier writings on Islamic finance was 
perhaps misplaced. What the Shari'ah has prohibited is a predetermined 
positive rate of return on a pure lending transaction. When the financing 
becomes associated with sales of goods and services, as it does in secondary 
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modes, the return becomes a part of the price and is indistinguishable from 
profit, which is permitted. 
Secondly, it is not realistic to expect the banks to have made faster 
progress towards the use of more risky primary modes. The banks are not 
adequately equipped in their present stage of evolution to manage the risks 
involved in a more rapid move towards the use of these modes. They do not 
have any kind of expertise needed to process, monitor, supervise and audit the 
various risk-sharing projects.'*^ Their generally small size has made them overly 
cautious because of the risk of failure in the event of a severe shock to the 
domestic or the international economy. They have, therefore, tried to ensure 
that the risks they take are not greater than the manpower and financial 
resources they have at their disposal for managing them.''^ 
Finally, an equity-based Islamic economy does not exist, and a 
representative rate of profit is not available to serve as a benchmark for 
determining the rate of return in secondary modes. The banks have, therefore, 
no other alternative but to use the LIBOR for this purpose. This makes the 
secondary modes appear similar to interest-based operations. However, even if 
a representative rate were available, market forces may not necessarily allow 
the banks to move away significantly from LIBOR. This because if they charge 
a rate significantly higher than LIBOR for their lendings, they might lose at least 
some of the users of their funds to conventional banks. If they charge a rate 
significantly lower than LIBOR, they might be able to give a lower dividend to 
their depositors and shareholders thus driving some of them to the conventional 
banks. Therefore, as long as the conventional financial system dominates the 
world financial markets, Muslims may have to bear with the Islamic banks in 
their use of LIBOR as an approximate benchmark at least in the initial phase of 
Islamic banking development or Islamization.'*'' 
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Islamic Bank & Legal and Institutional Framework and Bodies 
Legal framework and regulation and the attitude of government and 
central bank in some countries are not conducive to the well implementation of 
Islamic banking. These, for example, can be demonstrated below. 
1. Further expansion of Islamic banking is curtailed due to hostile attitude 
of the government. Oman, for example, is known to be hostile to the 
proliferation of Islamic banking.'*^ On the contrary, the commitment of the 
government of Malaysia plays a great patronizing role in assisting 
development of Islamic financial system in the country. 
2. Problems arise from the banking procedures applied by the central bank 
to all banks including Islamic banks with regard to monetary reserves 
and liquidity requirements. Although Islamic banks do not object to the 
principle of the central banks control, they believe that because their 
operations are of a different nature, they should be exempted from 
liquidity control procedures."*® The argument is that these procedures are 
meant to protect depositors by preventing banks from over-using 
depositors' funds to the level of exposing depositors to the risk of not 
being able to withdraw their deposits because of the bank's poor 
liquidity. In Islamic banks, while this might apply to current and savings 
deposits, it does not apply to investment deposit accounts. Moreover, 
Islamic banks do not accept interest, and hence they are in 
disadvantageous position vis-a-vis commercial banks, which earn 
interest from these deposits with the central bank. It is tme that central 
banks in some Muslim countries do not pay interest on the compulsory 
reserves, but these reserves themselves represent a restraint on Islamic 
banks and results in the decrease of funds which could have, otherwise, 
been u^ed in viable ventures.^" 
Islamic banking development depends greatly upon the, attitudes of 
monetary authorities in both Muslim and non-Muslim countries. Their attitudes 
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range from passive hostility to active support. Those that are hostile would like 
the system to fail so that they can get rid of it.^ ^ Others, though not hostile, 
have adopted a passive attitudes and have not taken the initiative to bring 
about the kind of legal and institutional changes needed to solve the 
systematic problems or to pursue a comprehensive programme to educate 
central and commercial bank employers, depositors, users of funds, and the 
general public about the mechanisms and implications of the new system.^^ 
This serves as a great drawback, which the banks cannot overcome by 
reliance on their own resources. Some, like Malaysia and Bahrain, have done 
whatever they can to support the system and to provide a proper legal 
framework, to create the shared institutions, standardize financial statement, 
provide guidelines for prudent management, enforce adequate checks and 
controls, establish an Islamic financial market, and act as lender of last 
resort. ^ ^ 
3. The working of Islamic banking and financial institutions is also affected 
by the tax structure of the country. In Pakistan, for instance, not only did 
the imposition of 12.5 per cent income tax erode the profit of Mudaraba 
companies, but it also made their survival difficult.^'' According to Vice 
Chairman of the Mudaraba Association of Pakistan (MAP), S.M. 
Aminullah, "tax exemption was given to the Mutual Funds and Unit Trust 
but the same was denied to the Mudarahas despite the fact they are 
also based on the concept of mutuality. Mutual Funds of all kinds are 
universally exempted from tax so long they distribute 90 per cent of their 
annual profits. By denying the universal benefit to Mudarabas, the 
important Islamic mode of finance has been jeopardized".^^ 
4. Another problem is that a network of shared auxiliary institutions 
needed for the creation of a full-fledged Islamic banking system has not 
yet been established. Banks need shared institutions to provide data 
about the business standing and credit rating of borrowers, help 
evaluate proposals for financing, audit the accounts of businesses 
whose profit and loss statement are suspect, and train borrowers to 
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maintain proper accounts and to prepare feasibility reports on 
investment proposals in an acceptable manner.^^ One of the reasons 
for the absence of such institutions is that the number of players in the 
market and the range of products available so far is not large enough to 
create the depth that is necessary to make these institutions viable. 
Without the establishment of these institutions and an Islamic inter-
bank market, it is not possible for Islamic banks to efficiently perform all 
their tasks, including the satisfactory management of their liquidity and 
risks.^^ This factor is said to be negligible in the case of Malaysia, 
where there exists large number of players with wide variety of Islamic 
banking and financial institutions as well as well-organized Islamic 
financial markets. 
Islamic Bank and Competition 
« 
So far, Islamic banks had a fairly large degree of monopoly over the 
financial resources of Islamically motivated clients. This situation is changing 
fast. Islamic banks are now facing ever-increasing competition from the new 
entry of some conventional banks in the market. Although, it is difficult to know 
with certainty how many conventional banks around the globe practice Islamic 
banking techniques, even a randomly selected short list may contain some of 
the giants of international banking business such as Chase Manhattan, 
Citibank, and ANZ Grindlays. In addition to these, in many Muslim countries, 
several commercial banks are offering Islamic banking services. In Malaysia, 
commercial banks have been permitted to open Islamic banking windows. 
While this development is recognition of the viability of Islamic banking, 
does it augur well for the future of Islamic banking'? The answer may not be 
very simple. In general, competition is supposed to be good for the growth of 
any industry. It forces inefficient firms to either shape up or ship out. It reduces 
the cost and improves services to consumers. It promotes innovation and 
brings improvements in product quality. Participating Western banks may bring 
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their efficiency, market research and innovative capabilities, sophisticated 
banking and result oriented approach to Islamic banking, which may lead to the 
development of new products and provision of better services to consumers. 
But, however, such competition generates concern for Islamic banking as an 
infant-industry in which small firms in their infancy deserves some kind of 
protection from harsh and ruthless competition until they can stand on their feet 
and be able to face competition from their bigger counterparts. One may argue 
that Islamic banks may well deserve that treatment due to several factors, for 
example: 
1. In comparison with conventional banks. Islamic banks are still regarded 
as minorities. All the Islamic banks are very small as compared with the 
mega banks of modern times, each one of which has assets far in 
excess of those of all the Islamic financial institutions put together. This 
smallness of their size introduces a built-in weakness into their 
operations because, in the event of a domestic or external crisis, 
smaller banks are more likely to fail than banks of optimum size. In 
addition to their inability to reap economies of scale, they are unable to 
adequately diversify their portfolios and to muster sufficient resources 
for training, market research, product development, and technological 
improvement.^^ 
2. Conventional banks, particularly Western banks, have a large 
advantage over Islamic banks in terms of their experience and long 
standing in the market. Their systems, procedures, techniques of 
product innovation, marketing strategies, diversification in portfolio, are 
much superior to those of Islamic banks. This exposes Islamic banks to 
an unequal competition. 
3. At the need to compete with conventional banks offering better quality 
services on better terms, there is a real danger of Islamic banks 
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emulating the conventional ones even at the risk of losing sight of the 
socio-economic goals set by the Islamic paradigm.^^ 
The risk of Islam being made use of for commercial gains even by 
parties or institutions, which do not really believe In it, is also very high. For 
conventional banks, the Islamic counters represent innovations and add much 
variety and luster to the range of services provided by them. However, the 
interest of Islam itself may have been marginalized, if not sacrificed, in the 
process to the extent these Islamic counters share a common 'kitchen' in 
which funds mobilized and invested can get mixed up.^° This erodes public 
confidence and generates criticism against Islamic banking system. Even if 
there are separate 'halal kitchens' which are completely isolated from the main 
(conventional) ones, a disservice is done to Islam to the extent that these 
counters provide an unfair advantage as they allow the conventional banks to 
do what Islamic banks can, while Islamic banks cannot do what the 
conventional banks actually do. In other words, conventional banks, as in the 
case of Malaysia, are competing with Islamic banks not on a 'level playing 
field', with rules of the game being skewed in favour of the former. This does 
not augur well for an orderly development of Islamic banking in the country. 
All this should not be construed as an argument in favour of protection 
for Islamic banks. Far from it, undeniably, protection can do more harm than 
good. Without a doubt, it is competition, not protection that will bring the best 
out of an Islamic bank. While protection can breed complacency, competition 
can force them to be innovative and efficient. But, competition must be fair and 
even. This observation calls for more Islamic banks, not more Islamic counters 
in conventional banks. The fact that Bank Islam Malaysia Berhad lias been 
too conservative in its approach thus far, behaving in a risk-averting manner -
concentrating on mudarabah and musharakah modes - may well be attributed 
to the fact that it has enjoyed a monopoly status in Islamic banking far too long 
without being challenged by rival Islamic banks in the market place.^^ 
Moreover, with the well-establishment of its own various subsidiaries that are 
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active in various field of economic and financial activities such as Islamic 
insurance, Islamic unit trust, offshore banking unit, property, capital market as 
well as in the field of research and development, BIMB as a full-fledged 
Islamic bank in Malaysia, has enjoyed competitive atmosphere in line v»/ith the 
ambition of Bank Negara Malaysia to create competitive environment for more 
significance of Islamic banking industry in the country. 
Lack of Uniformity In the Accounting and Auditing Practices 
Lack of uniformity in the accounfing and auditing practices of Islamic 
banks poses another problem for Islamic banking. It is, therefore, difficult for 
even an educated person to make a meaningful comparison of their balance 
sheets. However, in order to introduce standardization in the accounting 
practices of Islamic financial institutions, some Islamic banks under the 
guidance of IDB, have established an organization called Accounting and 
Auditing Organization for Islamic Financial Institution (AAOIFI). The 
organization, now functional and based in Bahrain, is composed of a 
supervisory committee and a Financial Accounting Standard Board 
responsible for preparing, issuing and amending the accounting standards of 
those Islamic banks and financial institutions that have agreed to apply the 
standards set up by the Board.^^ 
Since 1993, AAOIFl has issued 16 accounting standards, four on 
auditing and three on governance, including one on capital adequacy, and has 
started issuing Shari'ah standard. For the most part, the Islamic regulations are 
adaptations of International Accounting Standards (IAS) concentrating on 
added disclosure. However, according to Rifaat Abdul Karim, AAOIFI's 
secretary-general, "none of the contracts that are used by Islamic banks is 
catered for by International Accounting Standards. Faysal Islamic Bank used to 
pufi all of its investment accounts (deposits) off-balance sheet. Arab Banking 
Corporation (ABC) Islamic, Bahrain Islamic Bank, and AI-Baraka put them no-
balance sheet. Each of them could find a justification in lAS".^^ 
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One example is murabahah transactions. According to him, in Jordan, 
the Islamic banks booked the profit from murabahah contracts upfront; in 
Bahrain profit was allocated over the period of the contract; in Malaysia 
earnings were booked on a cash basis when the installment was received; 
and in Sudan the profit was only taken when all the installments had been 
received.®^ The situafion is still not regularized mainly because of the 
sensitiveness of each local central bank. To date only Sudan, where all the 
banks are Islamic, and Bahrain hav.e adopted the standards. The largest 
private sector Islamic institution in the world, Saudi Arabia's Al-Rajhi, issues 
standard accounts because the Saudi Arabian Monetary Agencies will not 
allow othenwise.^ ^ It will be sometime before any perceptive change in the 
uniformity in accounting practices of Islamic banks is observed. The major 
reason for this is that AAOIFI is a voluntary organization and has no binding 
power to implement its standards.^^ Although Malaysia may not adopt 
accounting and auditing standard of the AAOIFI, the form and content of the 
balance sheet and profit and loss account shall, together with the report of the 
directors and auditing procedure, be as approved by the Central Bank.®^ 
Islamic Bank and Supervisory Framework 
One of the most important crippling problems of Islamic banking and 
finance is that its products have not yet become standardized. The primary 
reason for this may be that a number of fiqh (Islamic jurisprudence) issues 
related to Islamic finance still remain unresolved.^^ In the absence of 
standardized products each bank is under constraint to have a Shari'ah board. 
Moreover, a number of conventional banks have also begun dealing in Islamic 
products, most of them without clearance from any Shari'ah board or without 
bothering about the conditions laid down by the Shari'ah for their 
permissibility. This has led to some confusion and to a misuse of some modes 
of Islamic finance.^^ 
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It is, therefore, not realistic to expect anything better in the absence of a 
centralized institution to promote a dialogue between the various Shari'ah 
boards and, itself, evaluate these products critically with the objective of 
standardizing them and ensuring faithful compliance with the Shari'ah. For the 
lack of consensus among Shari'ah councils will be a difficulty for Islamic banks 
since it creates unnecessary confusion and so restricts the concept of Islamic 
banking from wider acceptance and recognition. As pointed out by Norton 
Rose and Neil Miller, Bahrain-based international lawyers "lack of consistency 
in interpreting the Shari'ah was slowing down the growth of Islamic banking.^" 
In Malaysia, before May 1997, the difference in the'opinion among Shari'ah 
consultants on similar issues which may Impede the creation oT a sound and 
healthy Islamic banking system was noted by Bank Negara Malaysia(BNM). 
However, such problem is carried away when BNM has estabTislied the 
National Syariah Advisory Council for Islamic Banking and Takaful (NSAC) in 
May 1997 as the highest Shari'ah authority on Islamic banking and takafulP 
Shortage of Trained and Qualified Personnel 
Due to the recent emergence of Islamic banking and the lack of 
academic and professional training. Islamic banks suffer from a shortage of 
qualified managers in different areas of their operations. There Is also a 
serious shortage of scholars who possess even a working knowledge of both 
Islamic fiqh and modern economics and finance. Similarly many staffs of 
Islamic banks are not very well trained in the use of Islamic modes of finance. 
Unfortunately, very little effort has been made to meet these requirements, 
since the level of success of Islamic banks will depend, at the micro level, on 
the quality of management and the level of staff training.^^ 
In Malaysia this problem may not be felt so much due to existence of 
many institutes and departments in many universities and colleges, providing 
education, training, and undertaking research and development on Islamic 
banking and finance. Islamic bank (and many Islamic financial institutions 
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including the Securities Commission) also conduct various seminars and 
educational and training programmes to educate and train people and staffs 
for better understanding the working of Islamic banking system in IVTalaysia.^  
CHALLENGES AND RESPONSES 
A number of challenges and responses concerning with Islamic banks 
are noted below. 
Social Role and duty 
Statistics and eyewitnesses show that most Muslim people, 
communities and minorities live below the benchmark of poverty/"^ It is a 
regrettable situation that relief and charitable organizations as well as 
traditional subsistence programmes have not been able to change or alleviate. 
It has rather grown worse until humiliation has become widespread, the 
communities have become spoiled and corrupted and Muslims have become 
a symbol of misery, disease and famine. This has become a great challenge 
which calls upon Islamic banks to urgently meet their commitments in terms of 
an effective social economic role, a role which should transcend writings in 
books and lectures to become something tangible which the poor Muslims 
may feel in the fields, valleys, factories and workshops.^^ 
Islamic Bank and the West 
The main challenge facing Islamic banking is to become more 
sophisticated and competitive and to forge greater linkages with the 
conventional banking system. This does not mean that Islamic banks must be 
familiar with conventional banks, but rather their cooperation for better result in 
terms of product innovation and so on must be emphasized. Moreover, Islamic 
banks must develop means and ways to attract funds from Western financial 
resources for Muslim countries. As a matter of fact, Islamic banks have mostly 
served as intermediaries between the financial resources of Muslims and 
major commercial banks in the West. In this context, there has been a one-
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way relationship so far. There is still no major Islamic bank that has been able 
to develop ways and means of intermediating between Western financial 
resource and the demand forthem in Muslim^xjuntwes/^ 
Islamic Bank and Supplementary Institutions 
The major challenge in the 21®' century' is the need to Integrate the role 
of Islamic socio-economic institutions and organizations in supplementary to 
the Islamic financial institutions into the mainstream of development planning 
of Muslim and non-Muslim countries. In this context, the role of hajj, waqf, and 
zakat as powerful social and economic institutions of the Ummah (Islamic 
people), apart from their historical roles as pure religious institutions, need to 
be recognized and implemented.^^ 
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Islamic Bank and Challenging Competition 
Competition in the local and world market Imposes a serious challenge 
for Islamic banking and financial institutions. Despite they have succeeded in 
mobilizing large amount of funds, it will require much more stern efforts to 
maintain a reasonable rate of growth in future. There are several reasons for 
that. Firstly, it must be realized that much of the deposits now with Islamic 
banks are not due to the attraction of higher returns or better services but 
because of religious commitment of the clients. This source of deposit tias 
been almost dried up. Secondly, Islamic banks are now facing ever-increasing 
competition due to the entry of some conventional banks including some 
major multinational Western banks in that markets. Finally, competition is 
expected to increase further due to globalization. Therefore, the survival of 
Islamic banks depends upon their abilities to remain in the market, i.e., to 
increase efficiency and performance. To make a competition of Islamic bank 
with its counterpart more fruitful, following points of challenge must be fulfilled. 
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Increase the Size of Islamic Bank 
Size is an important variable to determine the efficiency of a bank. It 
determines the scale and scope of efficiencies. Economists have shown that 
larger banks are in a better position to reach the optimum mix and scale of 
output. As a result, they are more efficient than smaller ones. The available 
data shows that Islamic banks and financial institutions are much below the 
optimum size. In addition to efficiency, larger size also bring about a number 
of advantages such as more influence in positive credit rating, easy portfolio 
diversification to minimize risk and so on. Thus, in order to increase the level 
of efficiency and be more competitive in the banking industry, it is desirable 
that the size of operations of islamic banks be substantially increased. In this 
regard, serious consideration should be given to mergers.''^ This is what 
actually exercised by banking industry in Malaysia during the year 1999.''^ 
Building Proper Intuitional Framework 
Building a proper institutional set up is perhaps the most serious 
challenge for Islamic finance. Since every system has its institutional 
requirements. Islamic banks alone cannot cater for all of their institutional 
requirements, which is supposed to provide alternative ways and means for 
meeting the needs of venture capital, consumer finance, short-term capital, 
long-term capital, etc. A number of mutually supporting institutions or 
arrangements are needed to perform various functions. These include security 
markets, investment banks and equity institutions such as mutual funds, 
pension plans, unit trusts, etc. Even within the Islamic commercial banking 
arena, a number of supporting institutional arrangements, such as lender of 
the last resort, insurance and re-insurance facilities, inter-bank market, etc, 
are needed to Jae established.°° 
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Financial Engineering 
Financial markets are becoming more and more sophisticated and 
competitive. In order to exploit the fast changing market environment and face 
increasing competition, Islamic financial market must be established and 
developed. This, in turn, implies the need for Islamic financial engineering and 
innovation. Until now, the Islamic financial tools have essentially been limited 
to classical instruments developed centuries ago. In the light of the principles 
of ijtehad (Islamic original thinking), a need towards financial engineering is 
desirable, of course within the known principles of Islamic finance. Engineers 
in modern finance have designed several new instruments such as mortgage, 
options, derivatives, hedging, insurance, pension plans, credit cards, etc., to 
meet the needs of customers for various financial services. Efforts must be 
given either to adopt them to meet the requirements of Shari'ah or lo Invent 
Islamic alternative to them.°^ 
In addition, according to Syed Jaifar Aznan, Vice-President of IDB "some 
scholars have argued that one of the distinguishing features of Islamic banking 
is risk-sharing. A major challenge (in this context) for Islamic banking and 
Islamic bankers is to develop financing modes based on profit and loss sharing, 
which do not expose the Islamic bank to unnecessary risks".^^ 
Another Islamically permissible method is needed to be found for 
penalizing a defaulter and compensating the aggrieved party in the case of 
delayed settlement of a financial obligation, which may not necessarily be the 
result of a loan but rather of some contractual financial obligation. Late 
settlement of a financial obligation arising out of the purchase of goods and 
services under murabahah by a person, who is capable of making the 
payment on time, is one of the major problems faced by Islamic banks. Can 
the financier or the bank be compensated for the damage as well as the loss 
of income caused by such default? If the late payment does not lead to any 
penalty, there may be an incentive to default. This may set in motion a chain 
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reaction and, if the amount involved is large, may even lead to a breakdown of 
the payments system.^ ^ 
Greater Cooperation among Islamic Banks 
All Islamic banks must cooperate and consolidate to compete with 
mega-conventional banks. Islamic banks must focus on cooperation as a way 
to survive. According to M.N. Siddiqi, "greater cooperation among Islamic 
banks and pooling of resources to meet liquidity needs, etc., are pre-
conditions to their successful practice of profit-sharing on the asset side".^ '* 
One forum which was established to enhance cooperation is the International 
Association of Islamic Bank (lAlB), working under the umbrella of the IDE, 
founded in 1977 to promote and foster the Islamic banking movement. 
However, it was not able to achieve its objectives due to lack of consensus 
and inefficient management. The recent reshuffle of the executive committee, 
coupled with the appointment of a dynamic secretary-general, should give a 
necessary boost and cred liability to the association. °^  
Centralized Shah'ah Verdict 
As pointed out earlier that central Shari'ah supervisory body of all 
Islamic banks should be established to ensure standardized Islamic financial 
products and to remove inconsistency in the verdict of Shari'ah bodies of 
various Islamic banks. One possible recommendation to this question may be 
to have the autonomous Shari'ah board operating under the supervision of 
some intemational organization like the Islamic Development Bank. This may 
be acceptable provided that the Islamic Development Bank finds it practical to 
successfully manage a Shari'ah board that has the responsibility of examining 
hundreds of banks around the world and of issuing certificates of Islamic 
credential to them.^ ^ 
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Teaching, Training, Researcii and Development 
Teaching, training, and research are the where-with-all for the 
development of any activity. As mentioned above, there is a serious shortage 
of scholars who possess a working knowledge of both Islamic fiqh and 
modem economics and finance. Similarly, most of the managers, staffs or 
even the clients of Islamic banks are not very well trained and informed. 
Therefore, it is extremely important to have the people with the right kind of 
skills, knowledge, and commitment to run and manage Islamic banks. To 
promote teaching, training, and research in Islamic banking and finance and to 
produce and disseminate authentic information on their activities with a view to 
develop new Islamic financial products, it is recommended that Islamic banks 
strengthen their cooperation with the assistance of the Islamic Research and 
Training Institute based in Jeddah, Saudi Arabia. 
Appropriate Legal Framework, Policies, and Procedures 
The commercial, banking and company laws and tax structure in most 
of the Muslim countries or in non-Muslim countries wherein Islamic banking is 
operated are fashioned on the Western pattern. Those laws provide a rather 
narrow scope for Islamic banking activities. While parties can structure their 
agreements according to an Islamic contract, the enforcement of those 
agreements can be costly. Those conditions, among others, necessitate that 
special laws for the introduction and practice of Islamic banking be put in 
place. It is necessary to enact some laws to facilitate the operation of a mixed 
system. In this respect, one important policy issue Is the treatment of 
dividends for the purposes of determining tax liability. Under the conventional 
system, Interest paid by corporations is treated as a tax-deductible expense. 
Similar treatment must be given to the dividends paid out by Islamic financial 
institutions.^^ 
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Improve Service and Technology 
Better quality services and the ongoing developments and changes in 
the information technology industry are responding to market changes and 
I needs. In the present day of globalization. High quality service, tremendous 
development in communications, technological Inventions and 1he trend 
towards a liberalization of banking transaction, impose new challenging 
situation by paving the way for Islamic banks to take advantage of the 
revolution in communications and new equipment of services. Extending 
computerized banking system to provide direct screen and keyboard access 
to business client with appropriate modem links may well become more of an 
issue for Islamic banks in the future. There can -be little doubt that ihe 
telecommunication revolution will have profound implication for the logistic of 
providing Islamic banking services, just as it has for conventional banks. The 
low cost telecommunication services, the internet, the evolving business 
intelligence and enterprise, resource-planning technologies are opening the 
way for institution to provide high quality service making a profit and remain 
competitive in a global market place. Failing to cope with the technological 
change and development and provide better services force many firms to 
leave the industry. 
Addressing the 1999 World Islamic Banking Conference held on 4"^ -6^ *^  
December 1999 in Bahrain, Atif A. Abdulmalik, the chief executive officer of 
the First Islamic Investment Bank (FIIB), outlined six points on whicTi the 
industry should concentrate implying a challenge for the next century. There 
are:^^ 
1. moving away from the murabahah syndrome, 
2. making a clear distinction between business and social objectives, 
3. greater focusing on human resource development to create a 
'participatory corporate culture', 
4. greater cooperation between Islamic and conventional banks 
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5. greater responsibility to management, and 
6. a full-blown embracing of information and banking technology. 
It is, thus, appropriate to conclude here that most of the requirement for 
the proper function of Islamic banking system may be fulfilled only overtime 
through an evolutionary process w^ ith the combined efforts and resources of the 
government and the central bank and Islamic banks. 
FUTURE PROSPECT OF ISLAMIC BANKING - 30UTM-EAST ASIAN 
PERSPECTIVE 
Despite the fact that Islamic banking and financial institutions confront 
\j\i\ih a number of problems and challenges, nevertheless, Islamic banking has 
grown and is no longer a negligible phenomenon. It seems destined to grow 
further because of the following reasons. The first and foremost of growth 
possibilities stems from religious beliefs or 'patriotic sentiments'.°® There is an 
increasing demand for it by Muslims both in Muslim and non-Muslim countries. 
Secondly many Muslim nations are significantly underbanked and this 
structural fact points the way to substantial systematic growth. Not all deposits 
will be captured by Islamic banks, but it is reasonable to expect that a lar^e 
number of deposits will be attracted by the combination of religious 
acceptability and the strong returns available with islamic banking products. 
But the more important is that the major players in Islamic finance are already 
established in many of these markets and ready to take advantage of the 
developing financial system.^ ° 
Apart from Islamic injunction, which prohibits Muslim from interest 
transaction, there are large number of non-Muslims who refrain from 
investments in business enterprises and companies on various religious and 
ethical grounds. Respect of all religions and coexistence is greatest human 
characteristic. Pious life and value based society is the goal of every religion 
besides Islam. Vices like gambling. Intoxication, prostitution, fraud and 
cheating, deception in weight and measures, etc., are disapproved by all other 
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religions - Christianity, Hinduism, Buddhism, etc. There is no doubt that 
religious and ethical factors also play a very important role in consumption 
behaviour, economic decision making and choice of investment in project.^ ^ 
One such scheme which have already been initiated in England and in some 
other Western countries is the Ethical Unit Trust (EUT) - a mutual fund thai 
follows certain religio-ethical rules while it decides its investment portfolio. It 
specializes in seeking profits for investors while conforming to certain ethical 
criteria. When clients invest in it, they can be sure that none of the money will 
be invested in companies which engaged In the arms trade, ^amlDlin ,^ 
interests, manufacture or/ and distribution of either alcohol or tobacco.^ ^ This 
successful combination of ethical and equity investments is implied in itself the 
concept an principle of Islamic banking and finance. With the present world oT 
moral decay, there is a great intensive step towards the direction of promoting 
ethical values in people's socio-economic lives.This Tactor comt)1nes \A^ th the 
principle of Islamic banking which is characterized by built-in stability and is 
theoretically more rewarding that fulfils the requirement of justice and 
allocative efficiency, will create a hope regarding its acceptability and 
popularity in non-Muslim countries as well. 
It is interesting to note that Islamic banking has witnessed a noticeable 
growth over the last quarter of the 20**^  century, with an increasing demand for 
Islamic banking services, an improved legislative and administrative 
framework, the introduction of new Shari'ah compliant investment vehicles, 
and a wider international acceptance and awareness of this specialized and 
highly ethical banking activities. Despite this growth, the supply of Islamic 
banking facilities is still below the demand in terms of services and 
international presence. Many countries with minority or even majority Muslim 
communities are still lacking Islamic banking and financial products. As 
pointed out by Syed Tariq Hussain, Director and Head of Finance of ANZ 
Investment Bank, London, and Professor Rodney Wilson of the Department of 
Economics, University of Durham, that approximately US$ 650 billion of 
leasing and project finance will be required by the Arab worid up to the year 
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2010, mainly in power, telecommunication, oil and ^as, and private sector 
infrastructure.^^ Islamic financial institutions are, therefore, poised for 
unprecedented growth rising on par with conventional .project financing In 
future. In addition, there is not enough provision of dedicated Islamic financial 
products in countries, such as the United States of America, andBritaIn, each 
of which has a sizeable, sophisticated, and wealthy minority Muslim 
population. Duncan Smith, Head of Islamic Investment Banking Unit of the 
London-based United Bank of Kuwait pointed out that the US and Britain 
represent a potential markets for Islamic products and services of morelhan 
10 million people. '^* Moreover, there are considerable opportunities for 
proliferation of Islamic banking and financial services once the regulatory 
complexity and restriction facing the operations oT Islamic instltutionsin many 
conventional societies has been simplified and codified.^^ In many Muslim 
countries such as Libya, Tunisia, Algeria, Morocco, Oman, Indonesia, etc. and 
in markets where there are large number of Muslim minorities sucti as in Morth 
Africa, Europe, South Africa, Russia, India and so on, there are hardly any 
Islamic investment funds available, particularly those that aim at the retail 
market.^ ® 
Thirdly, in the Islamic banking industry at the wholesale markets, it is 
highly super-competitive and no international financial institution is going to 
make it easy for the (full-fledged) Islamic banks to erode their existing market 
shares. This circumstance provides a big push to both full-fledged and dual 
financial institutions to draw up marketing strategies, which would be a growth-
led potentiality. The more they are able to show that their system is both 
equitable and profitable to the participants, the more users and providers will 
be attracted to it. The industry certainly has the potential to be a major force in 
the financial world.^^ 
Last but not least, at the present world of its sensitivity to economic and 
financial crisis under the interest-based financial system, interest-free financial 
system is seen and considered as an alternative towards financial and 
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economic growth with stability. There is no harm at introducing such a system 
either at micro or macro level. Such introduction is proved viable in many 
countries such as Malaysia and Sudan. Thus, there is a great deal of 
introducing Islamic financial system in crisis-driven countries in the future. 
With respect to the region of South-East Asia, in general, the future of 
Islamic banking is bright. There is no doubt that those factors which have 
been pointed out earlier will hold true for the prospect of Islamic banking and 
finance in the region. As a matter of fact, in most countries in the region, there 
are sizeable Muslim population and that their demands for Islamic financial 
product is on-increasing, since there is certainly lack of such products in the 
region. The recent financial and economic crisis will only add more credit to 
such argun:\ents. The crisis-driven mass would try to find out alternative 
system in place of interest-based system. In addition, two major growth and 
development projects namely Indonesia, Malaysia, Thailand-Growth Triangle 
Development Project (IMT-GT) and Brunei, Indonesia, Malaysia, Philippines -
East ASEAN Grov\rth Area (BIMP-EAGA) will provide a tremendous 
opportunity for the prospect of Islamic banking and finance in the region of 
South-East Asia. As most of the targeted people involved are Muslims, their 
demands will be for the Islamic financial products as their means of economic 
activities as part of their commitments. 
In the case of Malaysia where Islamic financial industry is highly 
developed and organized and with the establishment of Labuan as an 
International Offshore Financial Centre (lOFC), the opportunity of Islamic 
financial system as a provision of a wide range of product to existing 
conventional one will only lead the country to fulfill its ambition of becoming a 
regional financial centre in competition with Singapore. Moreover, Brunei is 
another new competitor in the field of Islamic banking to have drawn up its 
ambition to turn itself from an oil-rich nation into an international offshore 
financial centre. This competitive atmosphere will obviously lead to a gloriousi 
prospect of Islamic banking and finance in the region as a whole. 
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